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Orpway BaKxery Company! 
BAKERY—BREAD AND PASTRY 


REORGANIZATION—Change from Proprietary to Corporate Form. The pro- 
prietor of a bakery with annual sales of $30,000 planned to form a 
partnership with his two sons as junior partners. His objects were: to 
reduce the amount of his income tax; to provide that control of the 
business should pass to his sons at his death and that his daughters 
should share in the profits; and to retain control himself during his life. 
Lawyers whom he consulted advised him to incorporate, pointing out 
that a partnership would not protect the interests of his daughters, that 
a complicated partnership agreement would be necessary to insure the 
desired division of profits and control, and that the death of any partner 
might interfere with the operation of the firm. Although to incorporate 
would cost more than to form a partnership, would involve larger total 
income taxes, and would necessitate the keeping of various records 
prescribed by law, the proprietor decided to incorporate. He issued only 
common stock, giving enough to his sons to insure them eventual control 
but having himself made trustee of their interests during his life. 


(1924) 


In April, 1924, Mr. E. A. Ordway asked the law firm of Upkin 
& Thorndike’ for legal advice on the formation of a partnership. 
Mr. Ordway had been in the bakery business for many years; 
for 15 years he had been the head of his own bread and pastry 
company. He had built up his organization until in 1923 the 
sales amounted to about $330,000. The annual net profit on 
sales, before the salaries of Mr. Ordway and his two sons were 
paid, was about $50,000. The book value of the bakery was 
about $110,000. Mr. Ordway had followed conservative account- 
ing practices, however, and the lawyers estimated that his net 
worth including goodwill was $210,000. 

Mr. Ordway purchased flour in carload lots directly from mills. 
He paid his accounts promptly, usually taking the cash discounts 
offered for payment in 10 days. He made all his sales for cash 
payment within 2 days, charging interest of 6% per annum on 





1 Fictitious name. 
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accounts due over 48 hours. He sold through between 40 and 
50 wagon vendors, who peddled to private houses and to stores. 
The vendors made the sales, deliveries, and collections for the 
bakery. When the company employed a vendor, it required 
a deposit of $100 from him. If the vendor failed to collect an 
account within two days, the amount uncollected was taken out 
of his deposit. This amount was refunded if the account was 
paid. 

Mr. Ordway was about 70 years old; he had two sons, aged 
33 and 35, who acted as salaried assistant managers in the busi- 
ness, and three daughters. The company was organized as a sole 
proprietorship, and Mr. Ordway received all the profits. Although 
his children shared in these profits, Mr. Ordway paid taxes on 
them as a part of his personal income. Mr. Ordway planned to 
form a partnership with his sons as junior partners. He gave 
three reasons for the proposed action: First, he wished to divide 
the profits among his children in order to reduce the taxes on his 
income; second, he wished to provide that after his death the 
control of the business would be divided between his sons, and 
that his daughters would receive a share of the profits; and third, 
he wished to retain control of the company as long as he lived. 
Mr. Ordway requested the law firm of Upkin & Thorndike to 
draw the papers necessary for the formation of the partnership. 

The lawyers suggested to Mr. Ordway that his objects would be 
obtained better by incorporation than by the formation of a part- 
nership. They pointed out that a partnership would not take 
care of the interests of his daughters and that incorporation 
would. The lawyers suggested that Mr. Ordway incorporate the 
company, issue only common stock, and divide the interests in his 
business between his five children by giving them different blocks 
of shares. He could issue sufficient shares to his sons to give 
them control and could place those shares in trust, with himself 
appointed as trustee to vote the stock as long as he lived. The 
lawyers pointed out that a complicated partnership agreement 
would be necessary to insure the desired division of the profits 
and that complications might arise from such an agreement at the 
death of Mr. Ordway. Moreover, when any member of a partner- 
ship died, a thorough inventory, valuation, and accounting had 
to be made in order to determine the value of his share. Then, 
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unless one of the remaining partners bought the interest of the de- 
ceased, the firm had to pay the amount of that interest to the heirs 
of the deceased. Incorporation, furthermore, would limit Mr. 
Ordways’ liability for the debts of the company. This limitation 
of Mr. Ordway’s personal liability would decrease the company’s 
borrowing power. The company, however, usually did not borrow 
large amounts, although at times its bank borrowings amounted 
to $35,000. 

Upkin & Thorndike reported that the total income taxes, 
including those paid by individuals as well as those paid by the 
business, would amount to about 7% more under a corporate 
form of organization than under a partnership form. The income 
of a partnership was taxed as ‘“‘business income” under the state 
law, but was not taxed under the Federal law. Income which 
members of a partnership derived from the partnership was tax 
exempt under the state law, but was taxable both under the 
normal tax and the surtax provisions of the Federal law. The 
income of a corporation was taxed as such both under the state 
and under the Federal tax laws. Income derived from a corpora- 
tion in the form of salaries was taxed by the state as ‘“‘business 
income” and by the Federal Government under the normal and 
the surtax provisions of the income tax law. Personal income 
derived from dividends of corporations was exempt from taxation 
under the state law and the normal tax provision of the Federal 
law, but was subject to Federal surtaxes. Upkin & Thorndike 
stated that the tax situation might be changed at any time by 
Congress or by the state legislature. The interests which Mr. 
Ordway would give to his children would not be subject to the 
gift tax, which was effective on all amounts over $50,000. As 
the amounts which Mr. Ordway’s heirs would receive at his death 
would be the same under either plan of organization, the inherit- 
ance taxes which they would have to pay also would be the same. 

It would cost more to incorporate than to form a partnership. 
The lawyers estimated that legal fees, stamp taxes, and the char- 
ter necessary for incorporation would cost about $1,000. Pub- 
licity and special reports were required of a corporation but not 
of a partnership. A corporation was required to file annual 
financial statements and to keep minutes, stock books, and other 
special records in a prescribed manner. Mr. Ordway’s company 
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would not be large enough to permit the continuous employment 
of a lawyer for this work, and individual consultations with 
lawyers were expensive. Neither Mr. Ordway nor his sons were 
qualified to keep properly the records required of a corporation. 
If the prescribed records were not kept or the prescribed pro- 
cedure not followed, the company might be fined by the state. 

Mr. Ordway decided to incorporate his business. He issued 
1,000 no-par-value shares of common stock with a book value of 
approximately $110 each. Mr. Ordway distributed the stock as 
the lawyers had advised, making himself trustee of his sons’ 
interest so that he might retain control during his life. 


CoMMENTARY: Because of Mr. Ordway’s age, it was doubtful whether 
he would continue much longer to take an active part in the manage- 
ment of the business. If a partnership had been formed, it would have 
had to be reorganized upon his death, since the life of such a form of 
organization does not extend beyond the life of any one of the partners. 
As has frequently happened in other instances, moreover, there might be 
dissension if not direct conflict among Mr. Ordway’s heirs. Not in- 
frequently one heir wishes to liquidate his holdings in the business. 
This step, which is most difficult in a partnership, is rendered relatively 
simple in a corporation, since the ownership of stock certificates may 
change without in any way affecting the organization. 

By forming a corporation and establishing a voting trust Mr. Ordway 
made certain that his wishes would govern the operation of the busi- 
ness. Had he failed to take this step, it probably would have been 
found necessary to incorporate the business after his death because of 
the various interests involved. A slight increase in taxes and the 
lawyer’s fee were low premiums to pay to insure continued operation of 
the business and an equitable distribution of both future earnings and 
the responsibility of management. 

Although it apparently was not considered, another plan of effecting 
the desired distribution of ownership of the business involved issuing 
preferred stock to the daughters and all the common stock to the sons. 
Mr. Ordway would be assured of control by the establishment of a 
voting trust, his daughters would receive in all probability a regular 
income, and the sons would eventually have complete control of the 
business. 


January, 1928 Cras 


Cor Utititirs Company! 
PUBLIC UTILITY—GAS AND ELECTRICITY 


REFUNDING—Choice between Additional Stock or Issue of Bonds to Refund 
Coupon Notes. Because interest rates had declined, a gas and electric 
company wished to refund an issue of 7% coupon notes callable at 105 
and also to secure additional capital. Since it did not want to reduce 
the high dividend rate on its outstanding common stock, and since the 
state levied a tax on excess capital stock, the company estimated that 
to issue 5% first mortgage bonds would be substantially cheaper than to 
offer a new issue of common stock. The company decided to secure 
about two-thirds of the required sum by an issue of bonds and the 
remainder by the sale on the open market of some common stock 
previously issued but not sold. 


(1922) 


In December, 1922, because of low current rates of interest, 
the Coe Utilities Company reviewed methods of refunding $200,- 
000 of 7% coupon notes which were due January 1, 1924, or 
callable at 105 on January 1 of any year. In addition to $210,- 
oco needed for refunding the notes, the company required 
$100,000 for additions and extensions to be made in 1923. 

The Coe Utilities Company supplied gas and electricity in 
Ashton, Massachusetts, a town of 75,000 population. The com- 
pany manufactured its gas, but purchased its electricity; in 1921, 
it had sold 380,000,000 cubic feet of gas and 4,207,000 kilowatt 
hours of electricity. A comparative balance sheet and a surplus 
account statement of the Coe Utilities Company from June 30, 
1918, through December 31, 1922, are given in Exhibits 1 and 2. 

The company had sold the $200,000 issue of 7% coupon notes 
in t919 for the purpose of refunding bank loans. In 1921 the 
Coe Utilities Company had needed additional capital for normal 
expansion, and, because of the high rates of interest at that time, 
the company had authorized and offered to the stockholders a 
common stock issue of 2,000 shares with a par value of $50. 
The company was able to dispose of only 1,176 shares to the 
stockholders at $82.50 per share, the price which the Commission 
of the Department of Public Utilities had authorized. There was 
no attempt to sell the balance on the open market; such action 





1 Fictitious name. 
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would have required the approval of the commission, and the 
company preferred to hold the stock for possible disposal later 
at a higher price. The company obtained the remainder of its 
financial requirements at varying rates through bank loans on its 
demand notes. 

In December, 1922, because interest rates had returned to a 
much lower level, the company wished to call the 7% note issue 
and to replace it with either capital stock or first mortgage bonds. 
First mortgage bonds bearing 5% interest could be sold on a 
4347 basis at about 103 net to the company. The law per- 
mitted a public utility to issue bonds up to 50% of its total 
investments in fixed assets. In the latter part of 1922, the Coe 
Utilities Company’s investment in fixed assets was approximately 
$1,300,000, 

The company’s stock, all of which had a par value of $50, was 
not listed on the open market, but small blocks had been sold 
occasionally from 1918 through 1922 at average prices ranging 
from $84 to $120, as shown in Exhibit 3. 


EXHIBIT 3 


AVERAGE Prices AT WuiIcH Stock oF CoE UTILitTIeEs Company 
Was SOLD FROM 1918 THROUGH 1922 


(Par Value, $50) 








Annual 

Selling Dividend 

Year Price per Share 

ee 

EQUO ene es ee itiove sascesere ove Gea eset tee eer RE $104 $ 8.50 
TOE. [Kovels tere Koteionssoh-heiel sinteteveheretscrerakn stele s) tein ee ineeie ene 95 6.00 
LQ 2.Oir ava: sVahe rol eels) eevee) sVonsseyolold lene toy stetonelats oheiesicrerceom eerie te 84 7-50 
TE OZ Lavo soto eksiereralsexedel cous suovel ove] oveeenerech vette eee eee ee 99 7.20 
EQ 2 2iccedepsiereieisro Ore vetryeieetee aceee tote © th Maria Ae I20 10.00 





In December, 1922, the Coe Utilities Company’s stock was 
selling around $140 per share; if the company issued new stock 
at that time, it could be sold at about $130 per share net to the 
company, the price which the commission authorized. 

A new issue of stock would result in the company’s payment 
of additional taxes. The Massachusetts tax was $27.07 per 
$1,000 on the “value of the franchise” which was not taxed 
locally. In December, 1922, 1 3,176 shares of Coe Utilities Com- 
pany stock were outstanding. The total plant investment in 
December, 1922, was about $1, 300,000. The executives assumed 


COE UTILITIES COMPANY II 


that the Commission of the Department of Public Utilities would 
value the outstanding stock at $130 per share. The management 
computed the value of the franchise and the tax which the com- 
pany would have to pay on its outstanding stock as follows: 


13.17 ON SharespmohestOckwat SEO per Shares cee vee cier cele s $1,712,880.00 
Deduct plant investment, on which local tax is levied....... I,300,000,.00 
Value of the franchise not taxed locally................... $ 412,880.00 
AN al tax ates 27.07 Mera SI.OO0 neler ies cicn ine sie cece eee 11,176.66 


If the company issued the proposed stock, $210,000 of the 
proceeds would be used to retire the note issue and would not be 
converted immediately into fixed assets. The value of the fran- 
chise not taxed locally would be increased, therefore, by that 
amount, on which the company would have to pay an additional 
annual tax of $5,684.70, computed at the rate of $27.07 per 
$1,000. 

The total number of shares to be issued, including the 824 
unsold shares of the previous issue, would be 2,400, since it was 
customary for stock to be issued in units of 100 shares. This 
issue, if sold, would yield $312,000 to the company. If the com- 
pany issued bonds, it would incur no additional tax. 

In 1922 the company had paid $10 per share in dividends, 
and it would have to maintain this rate in order to insure the 
future sale of stock. The company, moreover, could not reduce 
the dividend rate, in fairness to the stockholders, because many 
of them had paid prices far above par for their holdings, so that 
the current dividend rate yielded them the current rate of in- 
terest only. The annual dividend charge for 2,400 shares at 
$10 per share would be $24,000. The annual cost of the stock 
issue, therefore, would be $24,000, plus the extra annual franchise 
tax of $5,684.70, or $29,684.70. 

If the company should issue 5% bonds, $300,000 of them 
would be sufficient to provide the needed capital, since they could 
be sold for $309,000 net to the company. The annual rate at 
which the company would pay interest would be less than 5%, 
since the bonds could be sold above par. The fixed charges on 
$300,000 of 5% bonds would be $15,000 per annum. The annual 
expense of an issue of 2,400 shares of stock, therefore, would be 
$14,684.70 more than that of $300,000 of bonds. 

The company decided to call its 7% coupon notes at 105 on 
January 1, 1923, to issue $200,000 of 20-year 5% first mort- 
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gage bonds, and to sell the remainder of the stock authorized in 
1921 on the open market. The new bonds sold at 103 on a 
basis of approximately 434% per annum. The 824 shares of 
stock, previously issued but not sold, were disposed of at $130 
per share. 


ComMENTARY: The problem suggested by this case is whether the 
aim of public utility finance should be to buy its capital as it would 
buy equipment, as cheaply as possible, or whether it should aim to 
construct a well-balanced piece of financial machinery for the distri- 
bution of profits. 

If the doctrine of “service at cost” is adopted, the tendency will be 
to buy money just like machinery. If, on the other hand, the aim is 
to stimulate private initiative through the motive of profit, the capital 
structure should be devised with a view to making the distribution of 
profits easy and equitable. The directors of this company seem to 
have inclined to the latter view, though with some misgivings. 


January, 1927 PEG: 


SISSON REFRIGERATOR Company! 
MANUFACTURER—REFRIGERATORS 


DiviwEenps—Passing Dividends in Order to Protect Cash Position. A refrig- 
erator manufacturing company which, from the time of its organization 
in 1919 to 1923, had paid no dividends on its preferred stock, paid five 
quarterly regular dividends on both first and second preferred stocks 
between February, 1923, and March, 1924, and also began to pay back 
dividends on the second preferred stock. An audit of the books in 
March, 1924, developed that the company had operated at a deficit 
during the first six months of the current fiscal year. The officials did 
not believe this to be an extraordinary situation, since sales were of a 
seasonal nature and the company manufactured largely for stock during 
the first half of the year. Nevertheless, although the company was in 
need of new permanent capital and to pass dividends on preferred stock 
would make the sale of any form of securities difficult, the company 
decided to pass its dividends in order to protect its cash position. 


(1924) 


The Sisson Refrigerator Company was organized in Detroit, 
Michigan, in 1919 to manufacture and distribute commercial 
refrigerators, show cases, counters, and shelving. At the time of 
it incorporation, the company issued $296,000 of 7% preferred 
stock and $296,000 of common stock. A subsidiary corporation 
was formed to own the company’s land and factory building. The 
amount of the Sisson Refrigerator Company’s preferred stock 
was increased from time to time until, in March, 1924, it equaled 
$655,200, of which $186,800 was first preferred and $468,400 was 
second preferred. Dividends on the first preferred stock were 
paid from February, 1923, to and including February, 1924. 
During the same period, the dividends currently due on the second 
preferred stock and back dividends of 134% on that stock were 
paid. In March, 1924, the company engaged a public accountant 
to make an audit in order to determine whether it was advisable 
for the company to continue to pay dividends. 

The company’s balance sheets as of August 31 for the four 
years from 1920 to 1923 are given in Exhibit 1. 

The company’s net sales from September, 1919, to March, 
1924, and its net profits for 1920 and 1921 are shown in Exhibit 2. 





1 Fictitious name. 
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18 HARVARD BUSINESS REPORTS 


EXHIBIT 2 


NET SALES AND NET PRorFitTs OF SISSON REFRIGERATOR COMPANY, 
IQIQ-1924 





Net Sales for | Total Net Sales Net Profits 
Years Six Months for Year on Sales 
Sept. 1-Feb. 28 | Sept. 1-Aug. 31 for Year 


TOLQ=1O 205g. cere eee eee $248,549 $ 742,747 $28,816 
LQ 2OHEO2 Was muacysoiecee stones ais 561,176 1,238,088 40,336 
LOQZT=TO22 eye sckeeeeetene eet eke 468,659 1,137,467 

TO 22=T O2 ico siaisheteeseerener aie 626,024 I,207,037 

TO2S SODA rere are 402,023 





Its operating statements for 1922 and 1923 are given in Exhibit 3. 

At the time of its incorporation, the company had established 
a line of credit of $200,000 with each of three Chicago banks. 
The company at no time had used more than $175,000 of its 
credit line at each of two of the banks, and had rotated its bor- 
rowings so that it was out of debt to each of the three banks for 
at least four months each year. One of the three banks had agreed 
to extend the company an additional $100,000 on customers’ 
notes of a duration of not more than six months. The company 
had taken advantage of this offer from time to time, but not 
constantly. At one time the company had sold notes of less than 
six months’ duration to a Chicago bank as an investment for the 
bank’s savings department. 

Forty per cent of the company’s sales were for payment within 
30 days, and 60% were made on the installment plan. The com- 
pany allowed a discount of 5% for payment within 30 days, the 
terms customary in the industry. On installment sales, a cash 
payment of 25% of the selling price was made at the time of sale 
and the remaining 75% was met, in most cases, by 24 notes of 
equal amounts due in successive months and bearing 6% interest 
per annum from the date of sale. These terms had not provided 
sufficient cash for the company to meet its operating expenses, 
and the company had issued additional preferred stock from time 
to time. Although the company had made a net profit each year, 
it never had had sufficient funds to take cash discounts upon pur- 
chases of raw materials or to be entirely free from borrowings at 
any time. 

In 1919 the company had made three-year contracts with offi- 
cers and salesmen. These contracts had been valued on the com- 
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20 HARVARD BUSINESS REPORTS 


pany’s books at $194,000. The common stock, par value $100 a 
share, had been issued against this amount plus goodwill of 
$200,000, organization expense of $120,261, which represented 
actual cash expenditure, and the investment of the officers, 
amounting to $204,800. Approximately $30,000 of the contracts 
had been written off in 1921. In 1922 the common stock had 
been changed to no par value and the contracts with salesmen, 
goodwill, organization expense, and sundry other assets had 
been written off. 

In the fall of 1922 the company had accepted the offer of a 
firm engaged in distributing stocks and bonds to underwrite for 
$80 a share an $800,000 issue of 7%, $100 par value, prior 
preference preferred stock. The firm had stipulated that it would 
be necessary for the existing preferred stockholders to allow their 
stock to be converted into second preferred stock. The preferred 
stockholders had agreed to this, and the change had been made. 
Dividends on both classes of preferred stock were payable 
quarterly on the same dates. The distributing firm had succeeded 
in disposing of only 1,868 shares of the stock. Upon investigation, 
the Sisson Refrigerator Company had learned that the firm’s 
financial condition was so precarious that it was useless to attempt 
to enforce the underwriter’s agreement. 

By February, 1923, the first dividend-paying date for the new 
first preferred stock, $144,000 of dividends had been accumulated 
on the old preferred stock. Upon this date, the company had com- 
menced paying dividends upon both the old and the new preferred 
stock. In the following five quarters, dividends had been paid as 
due upon the first and second preferred stock and back dividends 
of 134% had been paid upon the second preferred stock. About 
$40,000 of the $144,000 of dividends unpaid in February, 1923, 
had been paid by March, 1924. 

When the quarterly dividends were paid in February, 1924, 
some members of the board of directors protested the payment, 
stating that in their opinion the company’s earnings had not been 
sufficient to warrant the payment. In March, therefore, a public 
accountant was employed to ascertain the exact financial condi- 
tion of the company as of March 31, 1924, with a view to deter- 
mining whether or not the company should discontinue the pay- 
ment of dividends until some future date. This accountant recom- 
mended various changes in the company’s accounts. 
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In 1922, when the 1,868 shares of prior preference preferred 
stock had been sold, the treasurer of the company had set up the 
$37,360 discount allowed the distributing firm as a deferred asset 
to be amortized over a period of five years. One-fifth, $7,472, had 
been amortized in the fiscal year ending August 31, 1923; $29,888 
remained as a deferred asset. The public accountant was of the 
opinion that the treasurer’s policy had been incorrect and that the 
remaining four-fifths should be deducted from surplus at once. 

The subsidiary corporation which owned the Sisson Refriger- 
ator Company’s factory building and land had been consolidated 
with the parent company in 1922. During the fiscal year ending 
August 31, 1923, the building, which had cost the company 
$400,000, had been appraised by experts at $520,000. Because of 
this high valuation, the treasurer had not charged the customary 
depreciation upon the building to the operating expenses of the 
company during the fiscal year 1923. It also had been the policy 
of the company in the past to disregard, in closing the books at 
the end of the year, accounts payable for which bills had not yet 
been received from creditors, or for which bills had not been 
checked with the merchandise delivered. Such bills ordinarily 
were those received during the last week of the year. In deter- 
mining inventory, however, the company included all merchandise 
on hand. The company decided, upon the advice of the account- 
ant, to deduct from the surplus account of the company as it 
existed on August 31, 1923, depreciation of $8,981, and accounts 
payable due at the end of the year but not accounted for, amount- 
ing to $28,235. These deductions, together with the deduction in 
deferred assets, amounted to $67,104, which, with additional ad- 
justments of $23,849, reduced the company’s surplus from $122,- 
113, as of August 31, 1923, to $31,160, as of March 31, 1924. 

The accountant also found that the company had operated 
during the first six months of the fiscal year of 1924 at a 
deficit of $46,316 which reduced the surplus of $31,160 to a 
deficit of $15,156. The officials of the company did not believe 
this to be an extraordinary situation, since the sales of the com- 
pany were of a seasonal nature and the company manufactured 
largely for stock during the first six months of the year. In pre- 
vious years, however, no statements had been collected at the end 
of the six months’ period to determine the profit or loss of the 


company. 
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The balance sheet of the Sisson Refrigerator Company as of 
March 31, 1924, is given in Exhibit 4. 

Although the company, in 1924, still needed additional perma- 
nent capital, and although to pass dividends on preferred stock 
would make the sale of any form of securities difficult, the com- 
pany decided to pass its dividends in order to protect its cash 
position. 


CoMMENTaRY: In view of its suspension of dividends for the pre- 
vious four years, it would appear that the Sisson Refrigerator Company 
began the payment of dividends in 1923 in an attempt to make the 
purchase of its new issue of preferred stock attractive to investors. An 
analysis of the financial statements indicates that this payment of divi- 
dends was based upon a relatively small surplus. 

Because of the company’s financial condition, it was very doubtful 
whether the preferred stock ever would be retired. The accountant, 
therefore, was justified in recommending that the discount on the first 
preferred stock be charged against surplus. Although the company was 
badly in need of new permanent capital, it was apparent from the 
attempted sale of the first preferred stock that it would have great 
difficulty in disposing of further securities until a record of earnings had 
been established. Under such conditions the payment of dividends 
would have seriously injured its cash position. The company’s decision, 
therefore, was sound. 


January, 1928 (OP) Sa 


James A. SHEEHAN! 
INVESTOR 


PERSONAL INVESTMENT—Selection of Securities. An investor who had built 
up from his savings a small estate, consisting of 40 shares of common 
stock in three public utility companies, 10 shares of the Morris Plan 
Company’s certificates of indebtedness, and a $5,000 life insurance 
policy, wished to invest $600 which he had saved. After reviewing the 
financial and income statements and the information presented in the 
latest report to stockholders of a public utility company in which he 
already owned 1o shares of stock, he decided to purchase 10 additional 
shares of that company’s common stock, which was then selling at about 
$57 a share. 


(1925) 


In 1918, at the suggestion of a friend, James A. Sheehan used 
$1,000 of his savings to purchase through a broker United States 
Steel common stock and Studebaker common stock on a 10% 
margin. The price of Steel common rose slowly, but that of 
Studebaker common fell so rapidly that the broker closed out the 
account to protect himself. Only $60 of Mr. Sheehan’s original 
investment was left. 

Again, in 1920, another friend persuaded Mr. Sheehan to buy 
shares of the Texcalokan Oil and Gas Company, operating 
in Kansas. This friend pictured the extraordinary profits which 
the company was sure to make; he pointed out that money in a 
savings bank drew only 4% interest, while the banks themselves 
were using the money to make profits of 20% or 30%. Upon his 
affirmation that Mr. Sheehan also could expect to obtain these 
large profits by placing money in this oil venture, Mr. Sheehan 
invested about $1,200. It developed, however, that the company 
paid dividends in stock and not in cash. After 1920 Mr. Sheehan 
received no dividends and heard no more about the company. 

After these two experiences, Mr. Sheehan became extremely 
cautious in making investments. In July, 1925, when he was 
advised to purchase 10 additional shares of common stock of the 
North American Company, with $600 which he had saved, he 
reviewed the financial statements of that company and the most 
recent information available concerning it. 


1 Fictitious name. 


24 


JAMES A. SHEEHAN 25 


As manager and part owner of a company selling office equip- 
ment and supplies, Mr. Sheehan received a salary of $5,000 a 
year. From 1921 to July, 1925, he had built up from his savings 
a small estate consisting of the following investments: 


10 shares American Telephone & Telegraph Company common stock. 
20 shares Springfield Gas Light Company common stock. 

10 shares Morris Plan Company certificates of indebtedness. 

10 shares North American Company common stock. 

$5,000 life insurance policy. 


Mr. Sheehan had purchased these stocks as investments, intend- 
ing to hold them over a period of years regardless of fluctuations 
in their prices from month to month. He had selected common 
stocks in preference to bonds. A bond owner received only the 
par amount of the bonds at maturity and 5% or 6% interest in 
the meantime. Common stocks, on the other hand, could increase 
in value with the growth of the issuing company. Mr. Sheehan 
had read Mr. Van Strum’s book, Investing in Purchasing Power,? 
and agreed with the conclusion expressed there that, over a period 
of years, common stocks increased more in value and gave a 
larger return than bonds. 

Mr. Sheehan had invested in public utility stocks because of 
their steady earnings as compared with the earnings of the stocks 
of most industrial companies. Public utility companies were al- 
most certain to grow as the population of the country increased. 
These companies, moreover, usually did not depend for their 
prosperity upon conditions in any one part of the country. The 
American Telephone & Telegraph Company, for instance, derived 
its income from properties extending all over the United States. 
It appeared, also, that the telephone would not be supplanted soon 
by other means of communication. 

Mr. Sheehan had purchased the certificates of indebtedness 
of the Morris Plan Company for business reasons. 

In 1922, when he had married at the age of 47, Mr. Sheehan 
had commenced payments on a $5,000 life insurance policy. He 
wanted to increase this amount in order to provide more ade- 
quately for his wife in the event of his death, but his wife ob- 
jected. There were no children to provide for, and Mrs. Sheehan 
was earning $2,500 a year as buyer in a department store. She 





2K. S. Van Strum, Investing in Purchasing Power, Barron’s, Boston, 1925. 
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was prejudiced against insurance because her father had been 
forced to give up his policy in term insurance, being unable to 
pay the increasing premiums. 

In the spring of 1925 Mr. Sheehan had asked a stock broker 
to buy for him more Springfield Gas Light Company stock with 
$500 of his savings. The broker had advised Mr. Sheehan to 
purchase instead the common stock of the North American Com- 
pany, which then had a par value of $10 per share and was 
selling at about $47 on the New York Stock Exchange. The 
broker had pointed out that the North American Company was 
one of the largest and strongest public utility holding companies 
in the world. Its subsidiaries served Cleveland, St. Louis, Mil- 
waukee, and surrounding territories with electric light and power. 
The company also owned valuable properties in Illinois, Ken- 
tucky, and northern Michigan, and had a substantial interest in 
the Detroit Edison Company. The capitalization of the North 
American Company, on December 31, 1924, consisted of $29,- 
085,750 of 6% preferred stock of $50 par value and $29,236,510 
of common stock of $10 par value. The company had paid divi- 
dends on the common stock since 1909, the rate in early 1925 
being 10% in stock or $2 in cash per share per year. In addition 
to dividends, the company had earned, after deduction of a depre- 
ciation reserve of about 9% of gross earnings, $16.07, $24.59, 
and $18.19 per share of preferred stock, and $11.93, $3.11, and 
$3.16 per share of common stock in 1922, 1923, and 1924, re- 
spectively. The company’s output of electricity, which had been 
about 740,000,000 kilowatt hours in 1919, was approximately 
2,000,000,000 kilowatt hours in 1924. The company’s balance 
sheets and income account and the record of its output of elec- 


EXHIBIT I 


OuTPuUT oF ELECTRICITY AND NUMBER OF CUSTOMERS OF THE NorTH 
AMERICAN COMPANY AND SUBSIDIARIES, I9QIQ-1924. 








Vea Output of Number of Customers for 

Electricity Electricity at End of Year 
TO LO fos cece to 740,783,575 kw-hr. 197,552 
HO 2 ON she states sutte meney aoe ee 869,508,760 224,209 
RC) 2 ile towers’ nase Veh yoltsis cover aero 853,105,325 249,186 
LO 22a esy ists. siieti eae ee 1,543,858,755 478,315 
M2 Seba sae ich s ieee aeeeG 2,153,014,303 598,359 
DG) 2 An aiateeeie e's!" alets Mier ait 2,328,618, 141 644,430 


5-year Increase........... 1,587,834,506 446,878 
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tricity for the six years from 1919 to 1924, inclusive, appear in 
Exhibits 1, 2, and 3. 

After examining the facts as presented by the broker, Mr. 
Sheehan had written to Barron’s inquiring as to that journal’s 
opinion of the common stock of the North American Company. 
In a few days, he had received from Barron’s an analysis of the 
company and a statement that Barron’s regarded the stock as 
one of the cheapest on the market at that time. Mr. Sheehan 
thereupon had purchased 10 shares of North American common 
stock at $49 a share, par value $10. He considered this stock a 
sound investment that would give a good return and appreciate in 
value over a period of years. 

In July, 1925, when Mr. Sheehan was considering the purchase 
of additional shares of the North American Company’s common 
stock, he received the company’s semiannual report to stockhold- 
ers. A comparison of the company’s income statement for the 12 
months ending June 30, 1925, with the income statement for the 


EXHIBIT 4 


CONSOLIDATED INCOME STATEMENT OF NorTH AMERICAN COMPANY 
AND SUBSIDIARY COMPANIES 





Twelve Months Ended June 30 


(Grossiarminesamer rae aa ar aecemnirae oo 
Operating Expenses, Maintenance and Taxes. 


Net Income from Operations..............- 
OthermNet incomes ni arya ee aia 


Deductions: 
Anterest @hargesmanqeee eee © die iste) reds 
Preferred Dividends of Subsidiaries........ 
Minoritysiuterestaaser ae eriierit see er 


MotAlMDeduCtolSs mem ene er ier 


Balance for Depreciation Reserves, Dividends, 
and Surplus...... Nepean ip a sith 2 
Reserves for Depreciation.........+++++++: 


Dividends on North American Preferred Stock. 


Dividends on North American Common Stock. 


To Surplus after all Dividends and Reserves for 
TwelverMonthscmes scion saree ins sciacl ile 
Total to Depreciation Reserves and to Surplus 
after all Dividends.................-+-++- 


1924 
$77,768,194-91 


49)227,322.70 


$28,540,872.21 


833,141.17 


$29,374,013.38 


$ 9,928,964.93 
2,059,088.64 


I,013,612.33 


$13,002,265.90 


$16,371,747-48 
7,538, 203.50 


$ 8,833,543.98 





1,144,878.75 


$ 7,638,665. 23 


2,641,365-75 


$ 5,047,299.48 
$12,585,502.98 


1925 





$82,941,903.46 


51,142,449-44 


$31,799,454-02 


3,590,712-73 


$35,300,166.75 


$10,720,439. 21 
2,950,778.85 
I,229,242.41 


$14,906,460.47 


$20,393, 706.28 


8,069,227.25 


$12,324,479.03 
1,644,958. 25 


$10,679,5 20.78 


$ 7,722,515.03 
$15,791,742.28 
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12 months ending June 30, 1924, given in Exhibit 4, showed the 
continued growth of the company. 

Mr. Dame, president of the company, made the following state- 
ments to the stockholders in the report: 


As was stated in the 1924 Annual Report, a relatively large amount 
of financing was done toward the close of last year. It is the policy of 
the company to avail itself of low interest rates and thereby econom- 
ically to finance for long periods requirements for additional facilities 
needed to meet the rapidly growing demands for service. Construction 
of additional facilities is progressing but, as extensions to the various 
plants and systems will not come into full earning productivity for 
some time, the Consolidated Income Account to date reflects only to a 
small extent earnings on the additional capital so obtained while the 
cost of such capital is included in interest and dividend charges... .. 

It will be observed from the income statement ... . that total Net 
Income has increased more than 20% during the 12 months’ period. 

This increase has been achieved despite two important factors: (1) 
No returns are yet available on large amounts of capital invested in 
additions to electric generating and transmission systems now under 
construction, and (2) the company’s coal properties, in common with 
coal properties generally, have been operating under adverse conditions 
and consequently, although they have been able to meet all charges for 
interest and reserves, their contribution to net earnings during the past 
12 months has been unusually small. 


The output of the company in kilowatt hours had increased 
from 2,328,618,141 during 1924 to 2,502,500,000 for the year 
ending June 30,1925. At that time, the company’s common stock 
was selling at approximately $57 a share. The company con- 
tinued to offer 10% stock dividends on the common stock but, in 
June, 1925, increased the alternative cash dividend from $2 to 
$3.40 per share per year. 

Mr. Sheehan decided to purchase ro additional shares of com- 
mon stock of the North American Company. 


CoMMENTARY: Mr. Sheehan’s attempt to trade in stocks on a nar- 
row margin was dangerous. Even the experienced speculator has found 
it difficult to judge the market accurately for short swings. Mr. 
Sheehan lacked financial training; he was interested primarily in the 
management and part ownership of a company selling office equipment 
supplies. For these reasons he should have avoided any attempt to 
speculate on margin. 

His reliance on the advice of a friend as to the selection of securities 
was also dangerous. There was no evidence that this friend had any 
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basis for giving sound advice. Even if the security which he selected 
had many favorable features, Mr. Sheehan should not have placed his 
money in this oil venture without comparing it with sound stocks of 
established companies in growing industries. The purchase of new 
issues involves risks which Mr. Sheehan was not in a position to assume. 

His decision to hold issues of good companies over a long period 
regardless of temporary fluctuations in price was wise. There was no 
indication, however, that Mr. Sheehan had more than the ordinary 
individual’s ability to select investments. It would have been inadvis- 
able, therefore, for him to place his money in only a few stocks. The 
old adage attributed to Carnegie that the best method is to place all 
the eggs in one basket and then watch the basket applies only if the 
individual possesses unusual ability in determining the soundness of the 
securities he buys. 

The location of a majority of the subsidiaries of the North American 
Company in one of the richest and most rapidly growing sections 
of the country gave some indication of its probable continued success. 
Its growth in number of plants and its increased earnings spoke well 
for the energy of the management directing this enterprise. The policy 
of paying dividends largely in stock, however, indicated that this pro- 
gram of expansion had not yet been finished; the acquisition of addi- 
tional properties might have considerable effect on the soundness of the 
investment. 

The danger of owning the common stock of any holding company, 
moreover, lies in the fact that the earnings are dependent upon the 
dividends paid on the common stock of the subsidiaries. While this 
fact may be interpreted as tending to stabilize earnings, since the failure 
of any one company to show a profit may be offset by the earnings of 
others, any failure of the utilities in any one territory would tend to 
make a serious fluctuation in the price of the common stock of a hold- 
ing company. Because of the location of the subsidiaries, the appar- 
ently able management, and the trend of growth, however, the North 
American Company seemed to be sound. 

On this basis it might be argued that an investment in North Amer- 
ican Company common stock was desirable. Because of the fact that 
Mr. Sheehan’s holdings were limited to four securities, however, it prob- 
ably would have been wiser for him to buy neither the Springfield Gas 
Light Company stock nor that of the North American Company, but to 
purchase the securities of some other strong company in order to obtain 
greater diversification and to reduce his losses if one of his investments 
should prove unprofitable. Since Mr. Sheehan himself probably was 
not in a position to select this issue, he should have obtained the ad- 
vice not of an investment house, whose judgment might be influenced 
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by the securities it sold, but of a recognized commercial bank which 
could bring to Mr. Sheehan’s aid financial advice based on the training 
which he himself lacked. 


January, 1928 C.E.F. 


FEDERAL RESERVE BANKS 


REDISCOUNT RaTES—Changes in Boston and New York Districts. The re- 
discount rate in the Boston district of the Federal Reserve Bank system 
was lowered from 444% to 314% in June, 1924, where it remained 
until November Io, 1925, when it was raised to 4%. In the New York 
district, the rate of 312%, fixed in June, 1924, was reduced to 3% in 
August of that year, and in February, 1925, the rate was raised to 
314%. The issues are raised whether, in view of certain data, the 
Federal Reserve Board was justified in approving the advance of the 
Boston Federal Reserve Bank rediscount rate to 4% on November 1o, 
1925; whether the board should have voted to approve a change in the 
rediscount rate of the Boston Federal Reserve Bank in November, 1926, 
and, if so, what change should have been approved; and whether the 
situation as reported in New York in November, 1925, warranted leav- 
ing the rate of that district at 332%. 


(1923-1926) 


The financial statistics and the industrial statistics divisions of 
the Boston Federal Reserve Bank are constantly employed in 
analysis and compilation of data, which are submitted currently 
to the chief statistician and through him to the Federal Reserve 
agent. Whenever conditions as evidenced by the data indicate 
that a change in the rediscount rate might be desirable, the Fed- 
eral Reserve agent compiles a condensed summary which he pre- 
sents to the board of directors of the bank. The decision of the 
board of directors of the Boston Federal Reserve Bank as to any 
change in the rediscount rate does not become effective until 
approved by the Federal Reserve Board at Washington. 

Coordination between the 12 Federal Reserve banks is secured 
by the control exercised by the Federal Reserve Board. Al- 
though each separate Reserve bank is designated to care for the 
particular interests of its district, the 12 banks are not of equal 
importance in the financial structure of the country. Conse- 
quently, a change in the rediscount rate of any Reserve bank 
would be viewed by the Federal Reserve Board in the light of 
the existing conditions not only in the particular district but also 
throughout the whole country. 

The Federal Reserve Bank of New York is the largest and 
most important of the Reserve banks, since it operates in the only 
central money market in the United States. To a very great 
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EXHIBIT I 


SUMMARY OF BUSINESS, INDUSTRIAL, AND FINANCIAL CONDITIONS 
FOR OCTOBER, 1926, COMPARED WITH CONDITIONS 
FOR OTHER YEARS* 















1926 1925T r923t 
Production....... Trend downward for five} Rising sharply from year’s} Culminating a two years’ 
months low point major rise 
Possibly stabilizing at the] Stabilizing at the highest} Culminating a year’s rise 
bottom of a year’s de- point in five years 
cline 


Commodity Prices. 


Employment...... Satisfactory Rising Dangerously high and in- 
efficient 





Three weeks down from] Rising sharply above all} Culminating an 18 
record high point previous records months’ rise 


Stock Market..... 





Commercial Loans.| Relatively low in New] Rising sharply Rising sharply 
England 





Collateral Loans...) At highest point on record] Rising Rising 


Deposits......... High Stabilized at high point Stabilized at high point 


Strain. access secs Declining in New England| Stabilizing at high point | Rising sharply 
Rising elsewhere 
Money.....02..0+- Up % of 1% in three] Up % of 1% in three] Up % of 1% in three 


months months months 


One-eighth per cent higher] Equal to acceptance rates} Equal to acceptance rates 
than acceptance rates for three months for three months 


Discount Rates... . 


F.R.Earning Assets] Rising sharply Rising sharply Declining 


*Compiled by Federal Reserve Bank of Boston, Financial Statistics Division. 
Conditions as existing for 4 months prior to raise of November Io, 1925. 
{Conditions as existing for 3 months prior to raise of February 23, 1923. 


extent, the purchases and sales of securities and acceptances of 
the other 11 Reserve banks are made through it and its relation- 
ship with them is therefore intimate. In addition, its close con- 
tact with the speculative markets of New York makes its redis- 
count rate sensitive and at the same time effective. 

The summary of business, industrial, and financial conditions 
given in Exhibit 1 is based on numerous statistical series 
currently compiled by the statistical department of the Boston 
Federal Reserve Bank. The sources of the data used in these 
series are shown below: 

Production Index: The production index is drawn up by the Federal 
Reserve Bank of Boston from pertinent data on New England 
production collected by the district bank and member banks. The 


Federal Reserve Board compiles a similar index covering the en- 
tire United States. 


Commodity Price Index: The commodity price index is that computed 
by the Bureau of Labor Statistics, supplemented by that of Pro- 
fessor Irving Fisher. 
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Employment Index: The employment index is based on data furnished 
by the Harvard Economic Service. 

Stock Market Index: The stock market index is computed by the 
district bank by the use of 20 representative industrial stocks. 

Commercial Loans: Commercial loans are computed by the bank from 
data received from member banks. 

Collateral Loans: Collateral loans are computed by the bank from 
data received from member banks. 

Deposits: Deposits are computed by the bank from data received 
from member banks. 

“Strain”: “Strain” is computed by the district bank and represents 
the percentage of all loans and discounts in reporting member 
banks to total deposits of these banks. 

Money Index: Money index represents the going market rates of 
money in New York and Boston. 

Discount Rate Index: The discount rate used by the Boston district 
bank represents the market rate of discounts. 

Earning Assets: The earning assets are made up of those assets of the 
Federal Reserve district bank listed as (1) Loans to member 
banks; (2) Acceptances bought in the open market; (3) United 
States Government securities bought in the open market. 


1923 

When the year 1923 opened, production in the leading industries 
was almost as high as at the peak of activity in 1920, and it continued 
to expand at a rapid rate during the early months of the year, accom- 
panied by a sharp increase in commodity prices and in the volume of 
credit extended by member banks for commercial purposes. Before 
the end of the first half of the year, both wholesale commodity prices 
and security prices were falling rapidly, and production and trade 
followed similar trends. The expansion in the first few months of the 
year was rapid, as was the subsequent contraction. 

Wholesale commodity prices began to decline in April and continued 
to fall very rapidly in June and July. During the autumn and early 
winter months commodity prices as a whole became practically sta- 
bilized and the volume of production did not decline so rapidly as in 
the few preceding months. Retail trade continued at about a normal 
level. Collections were relatively slow. 

The trend of bank loans made for commercial purposes responded 
closely to the needs of business during 1923, increasing continuously 
from the beginning of the year until October, then declining slightly. 
Bank loans based on collateral declined from the beginning of the year 
to the end. With loans expanding throughout the year and with com- 
mercial deposits remaining unchanged, it was almost inevitable that 
money rates should increase. Both the volume of bank loans and the 
rates on commercial paper did increase until October. 
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The average volume of bankers’ acceptances owned by the Boston 
Federal Reserve bank in 1923 was somewhat larger than in 1922, and 
therefore relieved the member banks, to some extent, of additional 
burden. Investments in government securities were much smaller in 
volume than in the previous two years, the aggregate decreasing steadily 
to the end of the year. 

The volume of Federal Reserve notes in circulation in the Boston 
district was larger on the average than in 1922 and increased through- 
out the year until in September it was larger than at any time since 
the close of 1921. Deposits in the member banks of New England 
increased throughout 1922 and remained almost stationary in 1923. 
A similar trend was followed by member banks’ deposits in the Federal 
Reserve Bank of Boston. 

Beginning in September, 1922, both commercial paper rates and 
total loans of member banks in the Boston district rose under the 
stimulus of the continued increase in business activity. By February, 
1923, rates on commercial paper were 414% in the East. The large 
increase in loans of member banks and the stiffening of money rates 
were factors which led the directors of the Boston district bank to raise 
the rediscount rate to 444% on February 23, 1923.1 


The year 1924 is not considered because of the apparent 
recovery in general business conditions during the latter half of 
that year. In every Reserve district in 1924 there was a reduc- 
tion of the rediscount rate from what it had been in 1923, as indi- 
cated in Exhibit 2. 

1925 

Business activity in New England was much greater in 1925 than 
in 1924, and conditions on the whole were probably better than in any 
period during the past five years, except possibly in the year 1923, 
although it would appear that activity was steadier than in that year, 
not reaching excessive stages in any month or, on the other hand, 
falling appreciably below the average. While the textile and shoe 
industries, both important in the New England district, had been 
going through trying reorganization of selling methods and change 
of output, even in those lines many concerns had shown increased 
production and earnings and probably all had experienced improvement 
in one form or another. Business profits for the most part were fairly 
good. Efficiency of labor was relatively high and, while there was 
little unemployment, the aggregate labor turnover was small. Building 
construction throughout the year was maintained at a much higher level 
than in 1924, and new contracts awarded were in larger volume at the 
end than at the beginning of the year. 

Retail trade was in such large volume that manufacturing output 
was readily distributed to consumers, and therefore manufacturers’ and 





1Data taken from Ninth Annual Report of Federal Reserve Bank of Boston. 
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jobbers’ inventories of finished material were not built up to a notice- 
able extent. The retail merchants maintained a relatively small volume 
of goods on hand, which, coupled with the large volume of sales, re- 
sulted in a high rate of turnover. Retail trade was not only good 
during most of the year, being maintained at about the volume in 1924, 
but the year ended with an unprecedented holiday trade in December 
which brought the average above that of 1924. 

Installment sales in the department stores in the larger cities in- 
creased rapidly in 1925, although the total amount of such sales ap- 
parently amounted to less than 5% of total business. The rate of 
collections in installment accounts improved throughout the year, with 
the result that at the close of the year only about five months were 
required in which to collect the average installment account. On the 
other hand, there is little doubt that the easy terms of payment en- 
couraged the buying of unnecessary goods or of unnecessarily ex- 
pensive goods. That the payments on installments have thus far been 
so satisfactory is, no doubt, due to the large purchasing power of the 
wage earner brought about by the great business activity and, should 
this activity fall off, the real test of the soundness of installment selling 
will come. 

Wholesale commodity prices duplicated the record of business ac- 
tivity by remaining relatively constant throughout the year. In fact, 
during the early months they were higher than at any time since the 
period after the postwar business boom. The relative stability of 
commodity prices was an important factor in making 1925 a prosperous 
business year. An interesting phase of the commodity price situation 
is that, while production was increasing the latter part of the year, 
commodity prices showed an actual decline. 

While agriculture cannot be considered as an outstanding feature of 
New England industry, nevertheless it is an important factor in certain 
sections of the district. Crop production, with the conspicuous excep- 
tion of potatoes, was larger in volume in 1925 than in 1924, though 
the value of some crops was less, due to lower prices. The potato 
crop in 1925 was approximately 25% less than in 1924, but because 
of high prices the total value was over three times as great. 

The increase in total deposits of member banks in the New England 
Federal Reserve District which had been so prominent a feature of 
the banking situation in 1924 was even more pronounced in 1925, the 
weekly average deposits being approximately equal to the absolute 
peak of 1924. Although demand deposits of these banks were higher, 
more than one-half of the total increase was in time or savings de- 
posits. With the larger volume of production, naturally there was an 
increase in the average volume of commercial loans, but the greater 
part of the gain in total resources of member banks was the result of 
the increase in collateral loans. Investments in securities also were 
larger. The general improvement in commercial business has been 
reflected in the business of the member banks, and the year for most 
member banks has been a profitable one. 
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The average of loans and rediscounts to member banks was $33,000,- 
000 in 1925, as compared with $18,000,000 in 1924, the increase being 
gradual to the end of the year, about 60% of the borrowings coming 
from banks outside of Boston. There have been very few instances 
of member banks having continuous loans with the Reserve Bank 
throughout the year, banks that have rediscounted usually liquidating 
their loans and rediscounting again as occasion demanded. In certain 
of the agricultural districts, owing to the successful outcome of the 
potato crop, member banks which have had continuous loans for 
several years with the Federal Reserve Bank have been able to liqui- 
date their indebtedness to the Reserve Bank. From reports received 
at this bank, it would appear that the general condition of the mem- 
ber banks at the year’s end was most satisfactory. 

During the year 1925 there was a steady advance in money rates 
in the New England market, due in part to the increased demands on 
the banks for commercial accommodation on account of greater activity 
in production. Brokers’ commercial paper rates, which stood at 332% 
at the opening of the year, stiffened to 414% at the close. Rates for 
unendorsed go-day bankers’ acceptances rose from 3% to 332%, and 
short-time United States Certificates of Indebtedness from 254% to 
3%4% during the year. Call money ranged in the Boston market from 
4% to 6%. The rate on prime bankers’ acceptances at the begin- 
ning of the year was 3%, gradually increasing to 342% in September, 
a rate which continued during the remainder of the year. . . . Early 
in the summer business activity began to increase and showed a steady 
increase well towards the end of the year, with a corresponding aug- 
mented demand for credit on the Reserve Bank. By September 23 the 
directors of the Federal Reserve Bank of Boston felt that the situation, 
so far as New England was concerned, warranted an increase in the 
discount rate of 4%, which they accordingly voted. Credit conditions 
elsewhere in other districts, however, evidently did not warrant such 
an increase at that time, and therefore the Federal Reserve Board did 
not approve this rate until some time later, the 4% becoming effective 
November 10, 1925.” 


In New York at this time the rediscount rate of that district 
still remained at 314%. The reasons given for holding it at that 
figure were summarized in the Twelfth Annual Report of the 
Federal Reserve Board, for the year ending 1925. 

The rapid growth in security loans by banks outside of New York 
City was accompanied by an increase in business activity more than 
seasonal in character, which resulted in a more rapid advance in the 


volume of commercial loans than had occurred during this period in 
either of the two preceding years, and was reflected in an increas¢ 


2 Eleventh Annual Report of the Federal Reserve Bank of Boston, for the year 
ended December 31, 1925. 
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in the rates for commercial paper in the open market. In view of 
this rise in money rates and of the growth both in member bank and 
in Reserve bank credit, particularly outside of New York, a series 
of advances in discount rates was made in November. On November 
10 the rate at the Boston bank was raised from 342% to 4%, and 
this was followed by similar advances in the rates at Cleveland, Phila- 
delphia, and San Francisco, so that by the end of the month discount 
rates at all the Reserve banks, except that of New York, stood at 
4%. The rate of the New York bank, however, which had been 
advanced from 3% to 314% in February, remained at that level until 
after the close of the year. In the decision not to advance the rate 
at the New York bank at the time that the other rate advances were 
made, the Federal Reserve Bank of New York and the Federal Reserve 
Board took into consideration the fact that member banks in New 
York City up to November had shown but little growth in their loans 
on securities and in their borrowings at the Reserve bank. It was 
also recognized that the discount rate at the New York bank, because 
of its close relation to the central market, exercises a larger influence 
upon prevailing rates for commercial borrowing than do discount rates 
at other Reserve banks. In the absence of evidence of a speculative 
attitude among the commercial users of credit, the Reserve System 
was unwilling, for the purpose of exercising a measure of restraint 
upon those who were borrowing in order to carry or deal in securities, 
to raise the discount rate at New York, and thus to exert its influence 
in the direction of a further increase in the cost of credit to commerce 
and industry at the time of the seasonal peak in the volume of com- 
mercial borrowing and in the demand for credit to finance the mar- 
keting and export of agricultural products. 

The New York money market, furthermore, is the point of contact 
with foreign central money markets, and changes in money rates in 
New York tend to influence the international movement of funds 
and of gold. In the autumn months, when seasonal trade movements 
tend to bring about gold imports, there was a net movement of gold 
to the United States, and, in view of the influence which gold imports 
have upon the banking situation in this country, the desirability of not 
adding further to the gold inflow was a factor in the decision not to 
advance the discount rate at the New York bank in November.*® 


The problems raised by this case are: whether, judging from 
the summarized data for 1926 given in Exhibit 1, the Federal 
Reserve Board should have voted to approve a change in the 
rediscount rate of the Boston Federal Reserve Bank in Novem- 
ber, 1926, and, if so, what change should have been approved; 
whether the board was justified in approving the advance of the 
Boston Federal Reserve Bank rediscount rate to 4% on Novem- 





3 Twelfth Annual Report of Federal Reserve Board, for 1928, p. 6. 
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ber 10, 1925; and whether the situation as reported in New York 
in November, 1925, warranted leaving the rate of that district 


at 32%. 


COMMENTARY: 
I 


The Federal Reserve Act empowers the Reserve banks “‘to establish 
from time to time, subject to review and determination of the Federal 
Reserve Board, rates of discount to be charged by the Federal Reserve 
Bank for each class of paper, which shall be fixed with a view of ac- 
commodating commerce and business.” + 

Thus both the banks and the board, in addition to a consideration 
of their reserve position, are required to take account of the business 
situation in making any change of rates. In this connection, it should 
be kept in mind that the influence of changes in the rediscount rate 
is felt directly upon the money market, and, aside from their psycho- 
logical effect, only indirectly upon business. By increasing the cost of 
Federal Reserve credit, an increase of rediscount rates tends to raise 
other interest rates, and this change, in turn, by increasing the costs 
of business, tends to retard activity, and so reacts upon commodity 
prices. A reduction of rediscount rates tends to have the opposite 
effect. Moreover, an advance of interest rates has a depressing in- 
fluence upon security markets, while a reduction has a stimulating 
tendency. It is needless to say that the result of any specific change 
depends upon the circumstances at the time the change is made, and 
the magnitude of its effects will therefore vary decidedly, as the cir- 
cumstances under which it is made vary. Moreover, a considerable 
portion of the effect of changes in discount rates lies in the fact that 
such changes reflect the attitude of the Reserve authorities toward the 
economic situation, and therefore influence executives in forming busi- 


ness policies. 
II 


The economic situation in November, 1926, clearly did not justify 
the Federal Reserve Board’s approving a change in the rate of the 
Boston Bank at that time. 

Possible advance of rate. In support of an advance, the best reason 
which could be urged at that time was that a high stock market, ac- 
companied by a record volume of collateral loans, required restraint. 
Stock prices, however, had already begun to decline, and this decline 
would, in all probability, lead to a contraction in the volume of col- 
lateral loans, a large portion of which are the outcome of stock-market 





4Section 14 (d). 
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transactions. Thus there was a clear prospect that the speculative 
situation, influenced by the decline of commodity prices and the de- 
crease in manufacturing output, might be relieved soon. Moreover, at 
this juncture, it would not seem wise to attempt to exercise restraint 
on the stock market by a higher rediscount rate, which would probably 
produce a disturbing effect upon commodity markets and business. 

The business situation, indeed, was such as to preclude an advance 
in the rediscount rate unless conditions in security markets were much 
more dangerous than at that time. Thus, commodity prices were 
“possibly stabilizing” after a year’s decline, and an advance of the 
rediscount rate, by prolonging or accelerating the downward movement, 
might have had a seriously adverse effect. Manufacturing production 
had already been curtailed; and further curtailment, with a resulting 
increase in unemployment, might reasonably be expected should the 
rediscount rate be raised, and might even occur though no action were 
taken. 

Furthermore, there was nothing in the banking situation which re- 
quired a contraction of commercial credit. Commercial loans were 
relatively low in New England, and the amount of strain on banking 
resources was declining. The expansion in the volume of earning 
assets of the Reserve bank is to be regarded as a normal development 
during the period of the autumn increase in demands for commercial 
credit. 

Money rates, it is true, had been increasing for three months. But 
the three months, August, September, and October, are months when 
interest rates, influenced by the usual autumn expansion in trade, 
normally advance; and a rise of % of 1% during these months prob- 
ably represents only a normal response to such seasonal influences. 
It is noteworthy, moreover, that acceptance rates, though they had 
advanced, were still 4 of 1% below the 4% rate of the Boston bank. 
When the advance in the Boston rate to 4% was made in November, 
1925, acceptance rates had been at the level of the rediscount rate 
(312%) for three months, so that the rediscount rate could be then 
regarded as an important influence toward restraining increases of 
open-market rates. In 1926, on the other hand, the market had not 
risen to the height of the rediscount rate. It was, however, distinctly 
higher (3% for acceptances) than a year earlier, so that money, al- 
though still easy, was not so decided a stimulant to speculation and 
business expansion. From the viewpoint of the money market, there- 
fore, there was much less reason for an advance in 1926 than in 1925. 


Possible lowering of the rediscount rate. Lowering of the rediscount 
rate by the Boston bank at this time would produce the anomaly of a 
lower rate at Boston than at New York—a situation which obviously 
could not exist for any length of time without causing an unhealthy 
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demand for Boston funds.’ Of weight against a reduction, moreover, 
was the possibility that it would furnish an unhealthy stimulus to 
security markets and lead to renewed expansion of collateral loans. 
Furthermore, when the business situation alone is considered, in 
relation to the money market, there does not appear to be adequate 
reason for a reduction in the face of the difficulties just referred to. 
Interest rates, even at the peak of the autumn demand, were moderate, 
and seasonal easing was to be anticipated, at least after the turn of the 
year. Under such circumstances, it was clearly doubtful whether any 
pronounced effect would result from a reduction, while the lower level 
might later prove embarrassing, if recovery was prompt. Certainly the 
level of rates was such as to present no obstacle to business improve- 
ment, and the commodity price situation was at the time reassuring. 
Business was sufficiently active, and interest rates sufficiently low, to 
make a reduction of dubious value as a stimulant to business recovery. 


Il 


In November, 1925, economic conditions justified the approval of 
the increase of the rediscount rate at Boston from 344% to 4%. Out- 
side money rates were still at low levels, although business had become 
very active. In the case of acceptance rates, there had been no advance 
for three months, despite the increasing volume of business. Such 
rates had risen to the level of the rediscount rate early in the usual 
period of the autumn demand for commercial funds, and their failure 
to rise above 314% was probably in large part due to the maintenance 
of the rediscount rate at that figure. For money rates generally, indeed, 
the prevailing level appeared to be out of adjustment with prevailing 
business activity. Certainly a 4% rate in Boston is not to be regarded 
as high under the circumstances then existing. 

Maintenance of the 314% rate at this time was therefore an influence 
toward easy money, and was thus stimulating to security markets and 
business. In the case of security markets, some measure of restraint 
was clearly desirable at this time, and business was sufficiently active 
to warrant a higher rate. Stock prices had been rising rapidly above 
all previous levels, and business, as indicated by rising production and 
employment, was expanding. Both collateral and commercial loans 
(the latter partly as a result of the higher commodity prices) were 
increasing, and greater use of Reserve credit was being made, as 
indicated by the growth of earning assets of the Boston bank. 

On the other hand, the reasons for believing that advance of the 
rate at that time would not have a seriously adverse effect upon busi- 

5 It should be noted, however, that in the summer of 1927 the Kansas City Re- 


serve Bank lowered its rate from 4% to 314% on July 29, one week in advance 
of similar action by the New York Bank. 


44 HARVARD BUSINESS REPORTS 


ness seem conclusive. Such a rate did not represent a stringent money 
situation, such as would be an obstacle to active business. Business 
was, on the whole, being conducted in a conservative fashion, and was 
therefore not likely to be greatly disturbed if such action were taken. 
“Retail trade was in such large volume that manufacturing output 
was readily distributed to consumers, and therefore manufacturers’ and 
jobbers’ inventories of finished material were not built up to a notice- 
able extent.” Moreover, the Boston money market is of decidedly less 
importance nationally than the New York market, and an advance in 
the former would have a much smaller adverse influence, particularly 
from the psychological viewpoint, than in the latter. 


IV 


That the situation in the autumn of 1925 demanded some action by 
the Reserve banks appears from the reasons advanced for the increases 
by four other regional banks (Boston, Cleveland, Philadelphia, and 
San Francisco) in November, 1925. In view of these increases, how- 
ever, and the situation existing relative to gold movements (discussed 
in a later paragraph) the New York bank was probably justified in 
maintaining the 314% rate until the end of the year. In the absence 
of an increase at New York, the action of the other banks is to be re- 
garded as exercising only a mild restraining influence, while postpone- 
ment of action by the New York bank tended to soften its effect. 
There were at New York no purely banking reasons for an advance, 
and the conservatism with which business was being conducted (except 
in Florida, where a land boom was under way*) has some weight as 
a reason for not disturbing the situation, although it may be urged for 
the same reason that no marked untoward effects would follow. 

Two considerations which are advanced by the Reserve Board, how- 
ever, deserve comment. The first of them relates to the failure of 
loans on securities by the New York banks to show any marked ad- 
vance. In relation to the conditions of these banks, this fact is, of 
course, to be taken into consideration; but in respect to the security 
markets, it is to be remembered that a large portion of the security 
loans by banks outside New York City are actually made on the New 
York market through the agency of the New York banks. Thus the 
expansion of loans for the purpose of stock exchange transactions is not 
to be judged on the basis of the New York figures alone. Secondly, 
the board advances as a reason for maintaining the rate that it did 
not wish to exert its influence to raise the cost of credit at a time 
when commercial borrowing was at its seasonal peak. But the fact 





6 Discussed at some length by Professor H. B. Vanderblue, in the Journal of 
Land & Public Utility Economics, May and August, 1927. 
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that commercial loans had already reached such a peak indicates that 
the great bulk of this autumn domestic trade had already been financed, 
since loans ordinarily run for a period of some months. Thus the 
cost of the fall financing was already pretty much determined, for the 
cost of loans already placed would obviously not be affected by an 
advance in the rediscount rate. For foreign trade, the seasonal peak 
is somewhat later; but obviously only such part of the financing as 
was done after the advance had been made would be affected. On the 
other hand, the effect of an advance in the rediscount rate upon market 
rates would undoubtedly be greater during the peak of the autumn 
demand than during a period of slack in the money market, such as 
usually follows the turn of the year. It was at such a time (January 9, 
1926) that the advance was actually made. 

Regarding the effect of an advance on gold movements, the board 
states that it did not wish to add further to gold imports (a probable 
result at the autumn season, when the volume of payments due this 
country is large, because of exports of such commodities as cotton and 
wheat), in view of “the influence which gold imports have upon the 
banking situation in this country.” In other words, it did not desire by 
the advance of the rate to attract more gold, and hence add to the re- 
serves in this country—a development which would furnish the basis 
of credit expansion and act to ease the money market. This is a valid 
reason for postponing action until seasonal payments to the United 
States were less heavy, and the likelihood of its affecting gold move- 
ments was therefore less. But it is to be doubted whether a seriously 
stimulating effect would have been felt at once should additional gold 
have been attracted, since the higher rate would have itself acted to 
keep market rates up. 

A much stronger reason for not wishing to attract gold imports at 
this juncture is not advanced by the board—namely, the adverse effect 
which losses of gold would have upon European countries, particularly 
Great Britain.’ In Great Britain the gold (bullion) standard had been 





7 On this point, a statement appearing in the Annual Report of the Secretary of 
the Treasury, 1927, (pp. 72, 73) is of interest. After pointing out that the stock 
of gold in the United States was smaller on October 31, 1927, than on the corre- 
sponding date in 1924, the report continues: “For this result a reserve policy is at 
least in part responsible, not simply through specific operations designed to deal 
with gold movements, but principally by the pursuance of a larger plan, which has 
had as its objective the restoration of the gold standard throughout the world and 
which has found expression in the granting of credits to a number of the European 
banks of issue, and in a discount and open-market policy which as far as possible 
has avoided a rate position which would attract gold to this country and would 
put a strain on the European money markets. It is indeed fortunate in this dis- 
turbed period in monetary affairs, when so large responsibilities for world stability 
have been placed upon this country, that we have had in the Federal reserve sys- 
tem an agency capable not only of exercising an important influence toward 
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established in the spring of 1925, and in the autumn sterling exchange 
had declined sufficiently to lead to a movement of gold to this country. 
An increase in the rate at New York would have operated to increase 
this outflow, and would have made more difficult the task of main- 
taining the gold standard. Thus, an advance in the rate at New York 
would have had a depressing effect upon conditions in Great Britain, 
which would, in turn, have reacted adversely upon business in this 
country. The clear prospect of such developments seems to form a 
more adequate justification of the maintenance of the 344% rediscount 
rate at New York than consideration of the effects of enlarged gold 
imports upon this country. From either point of view, the policy ac- 
tually followed—postponement of an increase until early in 1926, when 
seasonal easing would normally be under way in both the London and 
New York markets—tended to moderate the adverse effects of the in- 
crease of the rediscount rate at New York. 


December, 1927 japan. 





stability in our own money markets, but also of aiding in financial reconstruction 
abroad. For financial stability abroad is almost as important to the American 
farmer or business man as stability in our own money market.” 


EASTLAND NATIONAL, BANK! 
COMMERCIAL BANK 


Bank Crepit—Extending Increased Line of Credit to Wool Firm. In antici- 
pation of an increase in sales, a company merchandising foreign and 
domestic wool and having capital and surplus of about $110,000, asked 
its only bank creditor, which had extended it a line of credit of $200,000 
since its incorporation three years previously, to increase the line of 
credit to $240,000. The bank, after studying the company’s financial 
condition and the probable developments in the wool trade as shown 
by the seasonal fluctuations in the sales of a competing wool firm and 
by statistics of wool prices and stocks, granted the request but obtained 
another bank to share the account. 


(1924) 


The Eastland National Bank of Boston had extended a $200,- 
000 line of credit to the Moreland Company’ when it was incor- 
porated in 1921 to merchandise foreign and domestic wools. On 
September 1, 1924, the company asked the Eastland National 
Bank, which was its only bank creditor, for an extension of its 
line to $240,000, to finance an expected increase in sales. 

The Moreland Company had been incorporated with capital of 
$101,000 which five stockholders, who were likewise directors, 
had invested in the company. The stockholders had received 
$101,000 of 7% preferred stock, and 16 shares each of no-par- 
value common stock. Three of the directors became officers of 
the company. For ten years two of them had been successful 
partners. They had dissolved the partnership, however, and with 
the other stockholders had formed the Moreland Company to 
continue the business. The third officer was an able accountant 
who was familiar with the wool industry. The treasurer of a 
prosperous spinning mill and a vice-president of the Eastland 
National Bank also were directors. They were not officers of the 
company, but they had an intimate knowledge of its affairs. 

The dissolved partnership had been a satisfactory customer of 
the Eastland National Bank. The vice-president of the bank who 
was a director and stockholder of the Moreland Company was 
convinced of the integrity of the other directors, and he believed 





1 Fictitious name. 
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that they possessed more than average business ability. The 
officers of the Eastland National Bank had complete confidence 
in the judgment of the vice-president. 

At the time the Moreland Company was organized, the East- 
land National Bank had extended a larger line of credit to the 
company than it would have extended if its vice-president had not 
possessed intimate knowledge of the company. Each of the three 
officers of the Moreland Company carried $40,000 in life insurance 
payable to the company, although the bank had not required them 
to do so. A majority of firms of wool merchants were organized 
as partnerships. This form of organization was advantageous to 
the creditors of a firm whose partners had other capital than that 
invested in the firm. Since the Moreland Company was incor- 
porated, the bank technically could not include in its security the 
resources of the stockholders, other than those invested in the 
company, although instances were known where stockholders of a 
company merchandising wool had paid deficits out of their per- 
sonal resources in order to protect the credit of the company. 
The bank’s executives stated that occasionally, in exceptional 
instances, the borrowings of a company merchandising wool had 
amounted to three times its invested capital, but that under these 
circumstances the company generally had hypothecated its inven- 
tory and receivables. Banks usually required a 15% margin on 
warehouse receipts against wool. The Eastland National Bank 
never had sustained a loss on a loan to wool merchants, and the 
officers knew of only one large company merchandising wool 
whose failure had resulted in losses to banks. 

In the fall of 1922 the director of the Moreland Company who 
also was the treasurer of a woolen spinning mill had established 
a mill of his own. This mill had been successful in 1923 and had 
run steadily through the year on three labor shifts of three hours 
each. The profits of this mill for the first year had been 50% 
on the capital invested. In January, 1924, the new spinning com- 
pany had needed additional capital, and the founder of the com- 
pany had asked the Moreland Company to purchase at par 
$20,000 of the treasury stock of the new spinning company. This 
spinning mill had become one of the largest customers of the 
Moreland Company. The executives of the Moreland Company 
had submitted the matter to the officers of the Eastland National 
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Bank, who had decided that this purchase would be advisable 
although it would reduce the liquidity of the Moreland Company’s 
assets. 

The Moreland Company’s balance sheets on a monthly basis 
for 1922, for 1923, and for 1924 through July were as shown in 
Exhibits 1, 2, and 3. 

The Eastland National Bank stated that the earnings of firms 
merchandising wool fluctuated sharply. The year 1922 had been 
successful for the Moreland Company. It had paid dividends 
totaling approximately $4,000 on the preferred stock on June 
30, 1922, and dividends of $3,392 on June 30, 1923. The next 
year the company passed dividends on the preferred stock because 
it had not earned them. The company never had declared divi- 
dends on the common stock. In 1923 and the first half of 1924, 
most of the Eastland National Bank’s customers who merchan- 
dised wool had lost money. During July and August of 1924, 
however, sales and profits had increased markedly. As a result of 
this general business activity, the bank expected that during the 
fall of that year conditions in the wool trade would be much more 
prosperous than they had been for some time. 

The average expense of conducting the business of the More- | 
land Company was 5% of net sales. If the price of wool did not 
vary between the times of purchase and of sale, the company 
could realize only a narrow margin of profit. The Moreland Com- 
pany did not speculate heavily in wool, but it was impossible to 
avoid all speculation because even a small change in the price of 
wool between the times of purchase and of sale caused either 
losses or substantial profits. The Moreland Company, in common 
with other wool merchandising firms, also underwent seasonal 
fluctuations in sales. The range of this fluctuation in the More- 
land Company’s sales was difficult to determine because of the 
brief existence of the company. The bank had, however, the 
monthly sales records since 1917 of another wool firm which pur- 
chased similar grades of wool and sold it to the same types of 
customers. The seasonal fluctuation in sales of this company for 
seven years as computed by the bank was as shown in Exhibit 4. 

The Eastland National Bank estimated that the Moreland 
Company made 90% of its sales to woolen mills and 10% to 
worsted mills. The company sold various grades and kinds of 
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EXHIBIT 4 


MONTHLY SALES, IN PERCENTAGES, OF A COMPETITOR OF THE MoreE- 
LAND CoMPANY, BASED ON AVERAGES FOR SEVEN YEARS, 
1917 THROUGH 1923 











amuaryen octan sees ve. ake oie 160% iliulyeHieae ee Mesettrat eee are oe 71% 
(Hebruatyncrs..rrcitvicn ssa 117 AUIGUS tN eaeneian as aes 79 
INiarchimers tatcnicrstaycctss.cots oes 103 September eer eee ne ern ere 76 
PATA arpa ete cere arsiegs 86 October tieetecrin seca. 80 
IMaymastee ota caom ari sienae aoe. < I24 INOMERA NS? o1o voto on b ow one I00 
Cae eee eric, oecinw one <a 80 iDecemberaeerit tee eer oy) 


domestic and foreign wools. Approximately 65% of its sales 
during the 24 years of its existence had been of domestic wools. 
In 1924 the company had not purchased much foreign wool be- 
cause the prices of that wool had been higher than those of 
domestic wool. Although the grades and kinds of wool varied, the 
officers of the bank believed that the price for Ohio scoured fleece 
half-blood wool was representative of the average price of the 
wool inventory of the Moreland Company. Exhibit 5 shows 
statistics that the Eastland National Bank compiled pertaining 
to wool prices and stocks and the activity of manufacturers of 
woolen cloth. 

The Moreland Company paid for its purchases of domestic wool 
on terms of 10 days net from date of purchase. The company 
made foreign purchases on letters of credit obtained from the 
Eastland National Bank. The Moreland Company included in 
its inventory foreign wools purchased but not received, and in its 
notes payable it included its letter of credit liabilities outstanding 
against any foreign wool. All inventory, whether in transit or in 
warehouse, was covered fully by insurance. The company did not 
speculate in foreign exchange, but purchased it simultaneously 
with the wool for which it was to pay. 

The Moreland Company made a few sales to other wool mer- 
chants, but it sold most of its wool to about 25 woolen and 
worsted mills. Three mills, however, bought 50% of the com- 
pany’s merchandise. The company’s terms were 60 days net. 
Although payments seldom were overdue, most customers did not 
make payment before the end of the time limit. The Moreland 
Company carried no credit insurance, but the bank had kept a 
close check on the three largest customers of the company and 
was satisfied that they were financially strong. In 1922, when one 
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EXHIBIT 5 


STATISTICS OF Woot PRICES AND STOCKS AND OF WOOLEN 
MANUFACTURERS’ ACTIVITY, 1920-1924 














Woolen Stocks in Stocks in. Price of Wool 
Spindles Consumption | Grease Equiv- | Grease Equiv- | Ohio Scoured 
Active in Grease alent* Held by | alent* Held by| Fleece Half 
CFescontnge Equivalent* | Manufacturers Dealers Blood 
of tota. 
woolen (Million (Million (Million (Per 
spindles) pounds) pounds) pounds) pound) 
1920 
January.......... $1.01 
February......... 1.95 
Miarchiaecscciscis ss 1.95 
Aprili eee aes 1.95 
Mays 6icicjsrs'e esesisveis 89% 57 1.91 
JUNC eens wens 77 40 1.63 
Uy ae ecsccetheicee: 61 37 1.52 
August. ........-- 54 37 1.41 
September........ 55 35 1.26 
October.......... 57 38 1.13 
November........ 57 27 1.08 
December......... 48 24 or 
192I 
January.......... 41 30 or 
February......... 41 36 or 
March Sriniciescrerevere 53 47 80 
April (aseeotnase 68 53 76 
May aaiitc siosene: 70 57 ark 
VUNEN ne So iels eens 70 58 242 288 es 
July..... Dieters isieiters 80 53 71 
August 79 58 -69 
September 78 62 252 252 .69 
October 78 68 69 
November Le 80 66 cb pt 
December......... 78 64 -78 
1922 
Januaryse enter 73 52 .82 
February......... 80 53 87 
Marchijess sie esies- 84 60 97 
Aprile. cn serieet 83 42 -97 
May pat canekione: 86 52 .97 
UNG iarsae coercion 86 52 277 201 -97 
Ulyaeee el catneee 84 46 1.13 
PAUSUS GMa ernie 83 57 1.10 
GSeptember........ 85 54 293 231 1.13 
October.......... 84 59 1.15 
November........ 84 63 1.17 
December........ 85 58 302 216 ray 
1923 
ANUATY, Jel eeh 85 63 1.19 
February......... 87 57 1.19 
March) 3.2.2 02. 90 62 288 213 1.19 
Aprile sec rere. 90 56 1.24 
May traccaenrecn ere: go 59 1.28 
Fane St eke eae 87 52 263 268 1,25 
July oes ineieetelewicon 86 46 1.19 
HAUG UStem meets 84 48 1.12 
September 83 46 223 250 1.07 
October 84 51 1.05 
November 82 50 1.05 
December......... 81 45 214 201 1.09 
192 
cunt 8r 53 1.12 
ebruary 82 50 1.16 
IVER, ocoaconones 84 47 213 158 1.16 
Aprilia nese tee 82 44 1.11 
Maye vee otienstire ake 79 36 1.08 
eJUNE ce eral se 48 30 211 202 1.03 
JULY sryatesocics cree 72 34 1.16 





*That is, the equivalent in unwashed wool. 
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of the company’s customers temporarily had become financially 
weak, it had given the Moreland Company 60-day trade accept- 
ances, which the company discounted. They were paid when due. 
Except in this instance, the Moreland Company had not used 
trade acceptances; they were not common in the wool trade, and 
manufacturers did not approve of them. In 1922 the company’s 
rate of stock-turn had been rapid, but in 1923 and 1924, because 
of declining sales, the rate had decreased. 

When the Eastland National Bank had extended a $200,000 
line of credit to the Moreland Company in 1921, it had done so on 
consideration that the company maintain an average balance of 
20% and that the company’s investment in inventory should not 
exceed $120,000 without satisfactory explanation. The Moreland 
Company’s investment in inventory usually had been larger than 
this amount, but the bank had not objected, because the com- 
pany had included in its inventory wool which it had sold even 
if it had not yet received the merchandise. Because the bank was 
in effect furnishing permanent capital, its officials believed that it 
was justified in obtaining a higher rate of interest on the account 
than that usually obtained from wool merchants. In 1922 and 
1923 the Moreland Company had obtained from its officers emer- 
gency loans of short duration at the rate of interest which the 
bank charged the company. The rate charged the Moreland Com- 
pany on September 1, 1924, was 5%, although the average rate 
to wool merchants was 414%. Most wool firms had a larger 
capital in proportion to sales than did the Moreland Company, 
and made it a practice to pay off bank loans once a year. Be- 
cause of the liquidity of the company’s assets, the bank had not 
required the company to maintain a two to one current ratio. 

The officers of the Eastland National Bank agreed that the 
Moreland Company was justified in its request for an extension 
of its line of credit to $240,000 to finance expected increased 
sales. The executives of the bank decided to invite another bank 
to share the account, each bank to extend a loan of $120,000. 
The Eastland National Bank found an acceptable bank to enter 
into this arrangement. 


Commentary: Although the Moreland Company stated that the 
increase in its line of credit was needed to finance increased sales, it was 
more than probable that the requested loan was desired also for addi- 
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tional purposes. After a year of declining wool prices and reduced 
operation by woolen mills, the outlook for the next few months was for 
greater activity and a firmer wool market. This possibility, coupled 
with the seasonal increase in sales, suggested that the company might 
have been interested in speculative purchases. Inventory turnover had 
declined from an average of once a month in 1922 to about once in two 
months in 1924, while accounts receivable had been turning about once 
in 45 days instead of once a month. 

An analysis of the balance sheets indicates that during the period 
for which figures were available there was a gradual decline of net 
quick assets due to operating losses in 1923 and the investment of 
capital outside the business. While the purchase of stock in a new 
spinning mill tended to assure the Moreland Company of the goodwill 
of a large wool user, the capital of the business should not have been 
diverted to a purpose so entirely apart from the merchandising of wool. 
In view of the fact that the net worth had shown a marked decline, this 
investment outside the business was a serious factor. 

It was not the purpose of the bank to supply permanent capital but 
only temporary funds for employment in specific transactions from the 
proceeds of which the loan would be repaid. The company had failed 
to maintain adequate balances, moreover, and it was an open question 
whether it had not attempted to take advantage of the close relationship 
with the bank’s vice-president to obtain more than its normal share of 
credit. 

The bank itself was convinced that it was highly desirable that the 
company arrange to obtain half the line from another bank. Since the 
proposed line of credit of $240,000 was not too large an amount for 
the Eastland National Bank to grant, it was apparent that this line 
of another bank was desired as a check on the recommendations of the 
credit department. In a case where the bank itself had some misgivings 
it should not have avoided the issue by getting the company to induce 
another bank to share the risk. The additional line of credit should 
not have been granted, and the bank should have insisted that the 
Moreland Company maintain adequate balances and make arrange- 
ments for the reduction of the loans outstanding, 


January, 1928 C.E. F. 


Sirk ASSOCIATION oF AMERICA v. PENNSYLVANIA RAILWAY 
Company? 


TRADE ASSOCIATION—SILK 


RAILROAD RatEs—Request for Lower Rating in Official Classification Re- — 
fused. The complainant, a trade association in the silk industry, asked 
that, regardless of value, the rating in the official classification of raw 
silk on wooden spools, bobbins, or warp beams, in less-than-carload 
lots, be made second class, and that the rating of all other raw silk be 
made first class. The Interstate Commerce Commission decided, how- 
ever, that the existing rating of first class on less-than-carload shipments 
of silk waste and of raw silk of a value not in excess of $1 a pound, and 
one and a half times first class on raw silk in excess of that value, whether 
on spools, bobbins, and so on, or not, was neither unreasonable nor un- 
justly discriminatory, in view of the value of the commodity.’ 

(1917) 

MEYER, Commissioner: 

Raw silk may consist of the silk thread as imported; the thrown silk, 
which is several threads combined by what is known as the process of 
throwing; or spun silk, sufficiently described by its name. There is 
a small amount of artificial raw silk, which is not differentiated from 
other raw silk. Silk waste consists of fiber from the cocoon from which 
silk is taken which cannot be reeled, fiber left in the process of manu- 
facturing spun silk and which is called noils, or cocoon remnants and 
punctured or pierced cocoons. Complainant, a corporation organized 
not for profit but for the protection of the interests of its 300 members, 
asks in this proceeding that, regardless of value, the rating in the 
official classification of raw silk on wooden spools, bobbins, or warp 
beams, and waste silk in bags, bales, or boxes, less than carload, be 
made second class; and of other raw silk, first class. The present 
ratings assailed as unjust and unreasonable and unjustly discriminatory 
and prejudicial are first class on silk waste and on raw silk of a value 
not in excess of $1 a pound and one and a half times first class on raw 
silk in excess of that value. As all raw silk, except a negligible quantity 
called Tussah silk, is worth more than $1 a pound, the practical effect 
of the present classification is a rating of one and a half times first 
class on raw silk throughout the official classification territory. Prior 
to 1903 raw silk was not rated in official classification but was accepted 
for transportation by special agreements only. In that year raw silk 
and waste silk were accorded a rating of first class when released to a 
value of $1 a pound, and three times first class when not so released. 





144 LC.C. 578 (May 5, 1917). 
2Headnote by Graduate School of Business Administration. 
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Upon the passage of the first Cummins amendment the present tariff 
rating on raw silk was filed to become effective June 2, 1915. The 
rating on silk waste has not been changed since 1903. 

Under the tariffs prior to June 2, 1915, shippers of raw silk could 
pay the first-class rate at the released value and obtain insurance for 
the full value at a cost not in excess of 10% of that rate. The present 
rating results in an increased rate, the burden of proof to justify which 
is on the carriers. No increase has been made in the ratings on silk 
waste since January I, 1910. 

The average value of raw silk is $3.84 a pound. The value per 
shipping pound of the different kinds of raw silk and silk waste is as 
follows: 













WASTE 
Raw, | Ehrownl) {Spun | aes Thrown| Spun 
Commodity Silk Silk Silk Noils | Silk on | Silk on 
Asi- | Euro- Spools | Spools 
atic pean 











Density of weight per cubic foot, 
22 15 28 30 9 8 20 20 
Value per gross shipping pound.| $3.20 | $3.75 | $2.30 | $0.65 | $0.60 | $0.28 $2.00 | $1.25 


The “shipping pound” includes the weight of the package in which 
the silk is shipped; and, when used, the spool, bobbin, warp beam, or 
cone on which it is wound. 

Raw silk is transported from importer to throwster, thence to the 
dyer, and back to the importer, so that the carriers obtain three, some- 
times more, hauls of the same commodity. However, much of this 
transportation is by express, on which shipments the carriers receive 
from the express companies more than when shipments are made by 
freight. Shipments are made in well-packed bales weighing from 108 
to 240 pounds, the average shipment of the raw article being from 
10 to 15 bales, and of thrown silk x to 2 bales. 

The concentration of value in shipments of raw silk and silk waste 
makes such shipments hazardous to the carrier. This is illustrated by 
an exhibit of record showing one shipment of 20 bales of a value of 
$11,136, 22 shipments consisting of 139 bales valued at $77,510.40, 
and 24 shipments of 147 bales valued at $84,940.80. One wreck 
cost a carrier in payments for loss of these commodities $10,680.70, 
as much as its revenues from the traffic thereon for two years. The 
loss and damage claims paid, taking all the shipments on which the 
record shows such payments, are, however, not in excess of 1% of 
the revenue paid thereon and are less than the percentage of loss and 
damage payments to revenue received from all commodities. Insurance 
against all loss could be obtained at a cost amounting to from 5% 
to 10% of the first-class rate, but the insurer reserves the right of 
subrogation against the carrier in case of loss. 

The increase of 50% in the rating on raw silk cannot be justified 
and is not sought to be justified solely because of the increased hazard 
resulting from the full liability required by the first Cummins amend- 
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ment. The increase in the hazard is not the only fact to be considered 
in prescribing rates for the transportation of highly valued commodities. 
The Supreme Court in V. P. Ry. v. North Dakota, 236 US., 585, 599, 
in giving some of the many factors which should be considered in 
making rates, names “the risk assumed” and also “the value of the 
service.” This commission has throughout its history given considera- 
tion to the value of a commodity when determining what is a reasonable 
rate thereon. 

Illustrative of the value of service is the percentage that the rate 
paid bears to the value of the article. This percentage on raw silk 
is less than 0.15 of 1%, while such percentages on other articles of 
necessity and daily use are much higher. Below is a table introduced 
in evidence by the chairman of the official classification showing such 
percentages: 


IB uttergmepreriee see cieeretscercs 0.9% Beans eae eee co oesiercrenes 48% 
Clover Seed. ais snveerswrete serene 1.2 Potatoes Mencia ross 14.8 
COLCOTM trate oes eins raeate sees 1.6 DWeCbe POtaLOesyaciiirrtets 5.0 
ES eSaeec aris misticians «ois en coe 1.3 Oats eiielnc stale sina Seto ude ee 6.0 
PADDLES ms efaicicre Giaie sleversueiciw eaves 13.6 Barley.and rye. nace cs 7.3 
COMM Ere ccs ccm asus Pas ars 9.2 PP ayia a itas craze slarere tetera tans ores 15.8 
Average for all grains....... LT Cattle and hogs............. 2.5 
PAVERPOUILLY mie taoae ears 4.5 WOOd Girton: ease eitene nto 0.6 


Silk is one of the commodities of the highest value in proportion 
to the ratio which the charges bear to the value of the commodity. 

Because of the “less value per shipping pound” of the commodity 
when shipped on spools, bobbins, and so forth, complainant contends 
that there should be lower rates on such shipments. This contention 
is based on the one element of ratio of value to density and disregards 
the value of the service. Such an extreme differentiation is not prac- 
ticable, especially on a commodity like spun or thrown silk when 
shipped in less-than-carload quantities. Some such silk is wound on 
cones or paper coils, as to which no relief is asked. To make the 
rates on silk wound on spools and bobbins different from the rates on 
silk wound on cones and paper coils would lead to an impracticable 
multiplication of rates. While in the general description of dry goods, 
classified first class in less-than-carload shipments, there are included 
some commodities like velvet of a value somewhat similar to that of 
silk, no unjust discrimination or undue preference results. The dry 
goods list must be considered as a whole and this record presents no 
justification for including raw silk in that classification. 

From all the facts of record we find and conclude that the rates 
assailed are neither unreasonable nor unjustly discriminatory, and the 
complaint will be dismissed.* 





3 For commentary, see page 63. 


GLOBE-WERNICKE ComPANY v. B. & O. Rattway Company! 
MANUFACTURER—OFFICE FURNITURE 


RattroaD Rates—Request for Lower Rating in Official Classification Re- 
fused. The complainant, a company manufacturing office furniture, 
shipped sectional bookcases, with each section packed in a box of double- 
faced corrugated strawboard of a single thickness. The company asked 
that the rating in the official classification of one and one-half times 
first class on these bookcases, so packed, in less-than-carload shipments, 
be lowered to first class, which was the rating on such merchandise in 
the other principal classifications. The Interstate Commerce Commis- 
sion decided, however, that the existing rating was not unreasonable or 
unduly prejudicial to complainant.” 


(1914) 
CLEMENTS, Commissioner: 


The complainant is a corporation engaged in the manufacture and 
sale of office furniture and supplies, with plant and principal office 
at Norwood, Ohio, a point on the Baltimore & Ohio Southwestern Rail- 
road 10 miles from Cincinnati, Ohio. Among other articles it ships 
sectional bookcases, each section being packed in a box of double- 
faced corrugated strawboard of single thickness. By complaint it 
challenges the reasonableness of the rating in the official classification 
of one and one-half times first class on these bookcases, so packed, 
alleging that the resulting charges are unreasonable and subject com- 
plainant to undue prejudice and disadvantage. It asks for the estab- 
lishment of a rating of first class. 

Except those for export which are packed in large wooden boxes 
lined with waterproof paper, all of the sectional bookcases shipped 
by the complainant are packed in the manner described, and their 
average weight is slightly more than 7 pounds per cubic foot. Com- 
plainant prepays the freight in practically every case and sells at 
uniform prices at all points east of Montana, Wyoming, Colorado, and 
New Mexico. The testimony does not indicate that the method of 
packing described has been adopted generally, it appearing, in fact, 
that sectional bookcases are shipped both knocked down flat and in 
tiers, crated or boxed. 

The classification ratings hereinafter referred to are those applicable 
on less than carloads. In the official classification, bookcases, includ- 
ing those of the sectional variety, and bookcases and desks combined, 
wrapped, crated, or boxed, are rated one and one-half times first class. 





¥31/1.C.C. 274 (July 10, 1014). 
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In the southern and western classifications, sectional bookcases, when 
boxed, are given a rating of first class, but take the regular bookcase 
rating of one and one-half times first class when shipped otherwise 
than in boxes. In all three classifications, sectional bookcases, knocked 
down flat, are rated second class. First-class ratings have been estab- 
lished on sectional bookcases, boxed, in the Illinois, Texas, and Cana- 
dian classifications. 

In Globe-Wernicke Co. v. B. & O. S.W. R. R., 11 I.C.C., 156, 164, 
the commission considered the reasonableness of the rating here com- 
plained of, and its conclusions were as follows: 


The foregoing facts indicate that complainant’s request for first- 
class rating of sectional bookcases should be fairly considered by 
the carriers in official classification territory. This kind of book- 
case has been voluntarily placed in the first class by both the 
Southern and Western Classification Committees, and there is 
much reason to believe that it might properly receive the same 
treatment by the Official Classification Committee. It does not 
follow, however, that one and one-half times first-class rates for 
all bookcases is an unlawful discrimination against the sectional 
variety, which is one of the questions presented by this record, and 
we are not satisfied that there is such difference between the book- 
case of complainant and other bookcases as to require a lower rat- 
ing for the former than for the latter. To establish discrimination 
in rates resulting from the classification of articles of the same gen- 
eral character there must be preponderating proof in favor of a 
complaining party, and we are constrained to hold that the evi- 
dence in this case is not of that decisive character. Upon the proofs 
presented we are of the opinion that the sectional bookcase is not 
entitled to a different and lower rating than is applied to other 
bookcases and that the action of the carriers in fixing the same 
classification and rates for sectional as for other bookcases does 
not exceed the limits of their discretion. 


We further held that the charges on sectional bookcases were not 
shown to be unreasonable, but did not find that they were reasonable 
and dismissed the complaint without prejudice. 

At the time of that decision, in 1905, the complainant shipped sec- 
tional bookcases in crates, several sections to the crate. The differ- 
ence in packing, which, however, did not result in greater density, as 
in crates the average weight was found to be 7 pounds per cubic foot, 
is the only substantial change since that date in the conditions of 
transportation, other, of course, than the increase in the tonnage of 
sectional bookcases. 

In the former case it was found that the commodity named furnished 
a larger volume of traffic than any other article rated the same in the 
official classification and that complainant’s shipments constituted a 
little more than one-third of such traffic. It here appears that the 
number of manufacturers has increased from 12 to 60 and complain- 
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ant’s output about one-third, aggregating over 400,000 sections for 
the year ended May 31, 1913. It was also found in the former case 
that sectional bookcases were probably more remunerative to defendants 
than any other traffic taking the same rates, but that if put into first 
class they would be less desirable traffic, from the carrier’s standpoint, 
than any one of the large majority of articles accorded the latter rate, 
though they would pay the carriers rather better than a number of 
articles carried at first class. 

The complainant now contends that sectional bookcases packed in 
strawboard boxes are a very desirable traffic, which can be loaded with 
little trouble on top of or around other freight in mixed carloads, and 
that the only damage resulting is an occasional breakage of glass, the 
cost of replacing which generally is too small to warrant the filing of 
claims. The defendants, on the other hand, contend that these ship- 
ments so boxed have to be “top-loaded” and that, due to the fact that 
strawboard is easily punctured, care has to be taken as to the nature 
of surrounding articles; further, -hat either in handling or packing a 
large crate containing several sections is preferable to several small 
packages each containing one section and that crates furnish as satis- 
factory protection as strawboard boxes. The claims for damage in 
transit are small in either case. The defendants also point to the fact, 
heretofore stated, that the change in the method of packing has not 
resulted in greater density, the average weight per cubic foot being 
substantially the same. 

The complainant also contends that the existence of the first-class 
rating in the other principal classifications raises a presumption that 
it would also be reasonable in the official classification territory and 
that the rating should be made uniform throughout the country. In 
answer the defendants state that the carriers in the South and West, 
desiring to encourage immigration to their territories, have been very 
liberal in their ratings on furniture and emigrants’ movables, and that 
the less-than-carload furniture ratings average lower than those in the 
official classification, but that in view of the fact that the class rates 
are lower in official classification territory than in the other territories 
it does not follow because the rating is higher that the rates are higher 
or are unreasonable. 

Upon consideration of the facts of record we see no reason to change 
our views expressed in the former case as to the rating of sectional 
bookcases. It is disputed, and the testimony is not convincing, that 
the change in the method of packing this commodity has resulted in 
substantial economy of transportation and, upon the record before us, 
we can see no justification for ordering the establishment of a rating 
on sectional bookcases, boxed, lower than on that commodity shipped 
in crates, or lower than on bookcases of other varieties. We are 
further of opinion that the rating of one and one-half times first 
class has not been shown to result in rates which are unreasonable or 
unduly prejudicial to complainant. The complaint will therefore be 
dismissed, and it will be so ordered. 
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SILK ASSOCIATION OF AMERICA v. PENNSYLVANIA 
RaILway CoMPANyY® 


GLOBE-WERNICKE Company v. B. & O. Rattway CoMPANY* 


CoMMENTARY: The foregoing cases illustrate very well certain of the 
fundamental principles of freight classification. The ‘“value-of-the- 
commodity” rule has long received the sanction of the Interstate Com- 
merce Commission and in the Western Classification Case, decided in 
1912, this attitude was reiterated: “The value of the article, not its 
use, is one of the determining factors.’”° With equal vigor, however, 
the Commission has asserted that “value,” though important, is not 
the controlling element, and this holding, too, has been reiterated 
more than once. The reason for the qualification of the “value” 
principle is not hard to find. Railroad managers have been compelled 
to give consideration to the weight per cubic foot of commodities 
transported, and in order to insure proper compensation for the trans- 
portation of a carload of freight, it has been necessary also, in fixing 
the rate per 100 pounds, to take into account the fact that a light and 
bulky article will occupy larger space in the car and contribute less 
to the total weight per cubic foot of car space occupied than will a 
heavy article of equal size. Since it usually happens that the light 
and bulky commodities are those having high value per 100 pounds, 
what are really two distinct principles of rate making have been the 
more readily confused, and sometimes stated as a single principle. 

The practice of basing rates upon the density of the goods delivered 
to the carrier is disclosed, for example, in the lower charges on wool 
in bales as compared with wool in bags, and in the lower charges on 
commodities “knocked down” (KD) or “nested” (one inside the other) 
than on the same trticles “set up” (S.U.). Intensive utilization of roll- 
ing stock when used for moving light and bulky commodities is also 
secured by a rule which provides for variable minimum weights to be 
charged for carload shipments, dependent upon the size of the car 
ordered. The rules fixing carload minimum weights are subject to the 
governing principle that the prescribed minimum weight approximate 
the possible maximum of the car capacity. Where the commercial 
requirements do not warrant the maintenance of this standard, either 
an “any quantity” rate may be established, or a lower minimum weight 


provided.® 


March, 1927 H. B. V. 
3See page 57. 4See page 60. 545 I.C.C. 442. 
® The most elaborate discussion of the classification problem appears in the Com- 
mission’s opinion in the Consolidated Classification Case (decided in 1919), which 
constitutes Volume 54 of the I.C.C. reports. The subject has also been discussed 
from time to time and at some length, in the Annual Reports of the commission. 


Paxson Company! 
MANUFACTURER—EXPLOSIVES 


TraDE AssociaTions—Advantages of Membership. A company manufactur- 
ing commercial explosives was a member of a trade association which 
included 8 of the 14 established manufacturers of explosives in the 
United States. Although the company bore 35% of the expenses of this 
association, it obtained little statistical information which it had not 
already obtained through its own organization; together with its two 
largest competitors, it solved most of the problems presented to the 
association and originated most of the legislative and administrative sug- 
gestions made by the association. The company decided, however, to 
retain its membership in the association, because it believed that a trade 
association was better able than were individual companies to present 
information to the public and to other companies, and that the asso- 
ciation fostered a spirit of goodwill and cooperative competition in the 
industry. 


(1924) 


The Paxson Company manufactured commercial explosives. 
In 1924 there were 14 established manufacturers of dynamite in 
the United States. Eight of these manufacturers, including the 
Paxson Company, belonged to a trade association which had been 
in existence 12 years. Sales of the 8 members were 95% of the 
total sales of the 14 companies; sales of the Paxson Company 
were about 35% of the total. Since in many instances the trade 
association seemed to be duplicating work done by the Paxson 
Company, the president of that company, in 1924, asked the sales 
manager to justify the annual expenditure of $25,000 which could 
be allocated as the direct cost of belonging to the trade asso- 
ciation. 

The total manufacturing capacity of all commercial explosive 
plants in the United States was 540,000,000 pounds. Sales in 
1923, which were the largest up to that time, had been 341,- 
000,000 pounds. The existence of this overcapacity in the indus- 
try resulted in keen competition. One hundred seventy-two com- 
panies for the manufacture of dynamite had been founded and 
had failed between 1903 and 1923. Of the six companies which 
did not belong to the trade association, one was a consumer 
company whose output was taken by its own stockholders; one 


1 Fictitious name. 
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was a manufacturing company which disposed of its output on 
contract through a member of the association; one was so located 
that its representatives could not attend the meetings of the 
association; and three manufactured products which were not 
considered standard in the industry. 

If the Paxson Company could have increased its annual sales 
of dynamite by 2,000,000 pounds, the cost of belonging to the 
trade association would have been offset. Membership in the 
association had not enabled the company to obtain such an in- 
crease in sales. An additional profit of about 14 cent per pound 
on the total output of the plant also would have offset the expense 
of belonging to the trade association. It was impossible to dis- 
cover whether such an increase in price had resulted from the 
activities of the association. There was no exchange of price 
information among the members, as such exchange was con- 
sidered illegal, although information as to the volume of explo- 
sives manufactured, sold, and stocked was exchanged. 

The sales manager of the Paxson Company believed that price 
fluctuations were kept within narrower bounds by the exchange 
of this information, as well as by the forecasts and charts of 
trade movements made by the association and by the statistics 
of activities in other industries which the association compiled. 
Small manufacturers were prevented from being stampeded into 
quoting prices below the cost of production in order to obtain 
increased volume of sales during periods of depression. Con- 
sumers also were benefited by the activities of the trade associa- 
tion, which helped to eliminate cut-throat competition resulting 
in bankruptcy of companies and a tendency toward monopoly. 
Because consumers were freed from the uncertainty and the losses 
suffered in widely fluctuating markets, they were in a position 
to buy more advantageously. 

The trade association, moreover, was influential in standardiz- 
ing grades, kinds, sizes, packages, weights, and tare in the 
dynamite industry. The number of grades of dynamite had been 
reduced from 39,000 in 1914 to 1,500 in 1918. Standards were 
established for strength, weight, and quality, and information 
was exchanged on manufacturing methods and materials. The 
association put a penalty as high as 30% of the billed price on 
the sale of any nonstandard products. The association devised 
safety rules and precautionary measures, such as safe containers, 
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rules for fire prevention, and safeguards against accidents, and 
it made recommendations concerning working conditions and the 
general welfare of employees. It functioned for the industry in 
regulating safe transportation, storage, and delivery of explosives. 
Reports of accidents, of near accidents, and of new safety de- 
vices were made to members. The requirement of the association 
that all members comply with its prescribed safety regulations 
raised costs of small competitors to the level maintained by the 
Paxson Company. The association endeavored to establish hon- 
est and fair practices in the trade, and it condemned misrepre- 
sentation, misbranding, and unfair competition. A bureau had 
been established for the exchange of information on patents and 
trade-marks. 

By means of national publicity, the trade association attempted 
to educate consumers in the proper methods of using explosives. 
It assisted in the conservation of materials needed by the govern- 
ment in time of war, and of railway equipment in times of con- 
gested traffic. It recommended model laws for the protection 
of the public against explosives, protested against unjust and dis- 
criminatory laws affecting the industry, and represented the 
industry on questions of tariff and taxation. 

Of the total expenses of the association, however, the Paxson 
Company had to meet 35%. Moreover, the company maintained 
in its own offices complete records of production, sales, and stocks 
which it believed to be 99% complete and correct, for all manu- 
facturers and consumers of dynamite in the United States. The 
Paxson Company had obtained little statistical information of 
value from the association in addition to its own data. Relations 
between the company and its two largest competitors, which were 
located in the same town, were friendly. Most of the manufac- 
turing problems which came to the attention of the association 
had been solved by these three companies, and most of the legis- 
lative and administrative suggestions made by the association had 
originated with them. The Paxson Company had taken all 
known precautions for safety, most of which had been devised 
in its own plant. It had complete chemical control of all its 
processes and maintained a research laboratory, which, together 
with those of its two largest competitors, was responsible for most 
of the improvements in manufacturing methods and materials. 
These three manufacturers had established the standards which 
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were prevalent throughout the industry. There existed the pos- 
sible danger, moreover, that the trade association might be 
attacked by the government under the anti-trust laws, on the 
theory that it acted in restraint of trade. Although no informa- 
tion on prices or costs was exchanged, other companies usually 
followed the Paxson Company in price changes. 

The executives of the Paxson Company were convinced, how- 
ever, that the public could be served best through cooperative 
effort. To the public and to other companies, the trade asso- 
ciation was able to present information which would not have 
been accepted as true from an individual company. Although the 
Paxson Company had no fear of its competitors commercially, the 
association fostered the spirit of goodwill and cooperative com- 
petition among them. The Paxson Company, therefore, decided 
to retain its membership in the association of dynamite manu- 
facturers. 


CoMMENTARY: The decision of the Paxson Company to continue its 
membership in the trade association appears to have been a wise one. 
The fact that certain activities of the association were being duplicated 
by the Paxson Company fails to remove the fact that other benefits 
were secured. 

Trade associations in general may be said to have four major func- 
tions: (1) the maintenance of goodwill among those in the industry; 
(2) the dissemination to members of information and figures about the 
trade generally not available to individual companies; (3) the promo- 
tion of the prosperity of the industry in general; and (4) the improve- 
ment of the public relations of the industry. Unless an industry or 
trade has problems in some of these respects, the services of a trade 
association are unnecessary. 

The Paxson Company already was receiving statistics on the pro- 
duction, sales, and stocks of explosives in the United States. It was 
on particularly friendly terms with its two most important competitors, 
and general goodwill seemed to exist in the trade. The solution of 
manufacturing problems and the suggestions for administrative and 
legislative improvement endorsed by the association had originated with 
the Paxson Company and its two largest competitors. These factors 
tended to indicate that the trade association was not needed. 

Other benefits not already enjoyed could be secured from the asso- 
ciation, however, which support the decision of the Paxson Company 
to remain a member. These will be reviewed under the four functions 
of a trade association named previously. 
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1. Goodwill within the trade. 

By withdrawing from the association, the company would 
weaken the association materially, and possibly would precipitate 
an important schism in the industry. By remaining a member, the 
company could preserve the friendship of smaller producers who 
leaned heavily upon the association. Trade goodwill is an im- 
portant asset. 


2. Trade statistics and information. 

A trade association can gather figures more economically than 
can separate companies. The Paxson Company might even con- 
sider the reduction of its own expense in this regard by deciding 
not to duplicate the work of the association. In case nontrade 
use was to be made of the figures or information, the fact that 
the association was the source would reduce any suspicion of 
propagandism. 

3. Promotion of the prosperity of the industry. 

The explosive industry is one in which cooperative advertising 
can be used to advantage, as there is need for educational work. 
The association was taking steps toward standardization which 
would benefit in a material way everyone in the industry. The 
overproduction problem could be handled to best advantage by the 
association, inasmuch as price agreements were prohibited and cur- 
tailment of production or general expansion of the market seemed 
to be the only solutions. The establishing of grades was another 
contribution made by the association. 


4. Improvement of public relations. 


Individual concerns such as the Paxson Company are handi- 
capped in their efforts to bring about legislative benefits to their 
industry or improvements in the administration of existing legal 
enactments, because government functionaries fear that they may 
be suspected of corruption or favoritism. Trade associations, on 
the other hand, may attempt to attain these ends without having 
their intentions questioned. The bargaining power of the industry, 
also, when centered in a trade association, is greater than that of 
any of its members. This may be an important factor in many 
cases, as, for example, in dealing with railroads in tariff adjust- 
ments. 


It is for these reasons that the decision of the Paxson Company to 
continue its membership in the association of manufacturers of ex- 
plosives is upheld. A few functions of the association were not needed 
by the Paxson Company, but enough others were of value to justify the 
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company in remaining a member. The cost of doing so, $25,000 a 
year, seems to have been inordinately high, but it is quite possible 
that some of the benefits, if they could be measured in dollars, would 
compensate fully for the expense. 


October, 1927 H.N.G. 


Map.e FLoorinc MANUFACTURERS’ ASSOCIATION, ef al. v. 
UNITED STATES* 


MANUFACTURERS—FLOORING 


TRADE AssociATIONS—Restraint of Commerce Held Not to Result from 
Dissemination of Information on Costs and Prices. A flooring manu- 
facturers’ trade association gathered from its individual members and 
disseminated to all members information as to the cost of their product, 
the volume of production, the actual price which the product had 
brought in past transactions, stocks of merchandise on hand, and the 
approximate cost of transportation from the principal point of ship- 
ment. The members of the association met monthly to discuss such 
information and statistics, without, however, reaching or attempting to 
reach any agreement or taking any concerted action with respect to 
prices or production or the restraint of competition. The Supreme 
Court of the United States held that the association did not thereby 
engage in restraint of interstate commerce in violation of the Sherman 
Anti-Trust Act.? 


(1925) 
Mr. Justice STONE delivered the opinion of the court. 


By bill in equity filed March 5, 1923, the United States asked an 
injunction restraining the defendants, who are appellants here, from 
violating Section 1 of the Act of Congress of July 2, 1890, entitled, 
“An act to protect trade and commerce against unlawful restraints 
and monopolies,” 26 Stat. 200 (Comp. St. § 8820), commonly known 
as the Sherman Act. 

The defendants are the Maple Flooring Manufacturers’ Association, 
an unincorporated “trade association”; 22 corporate defendants, mem- 
bers of the association, engaged in the business of selling and shipping 
maple, beech, and birch flooring in interstate commerce, all but 2 of 
them having their principal places of business in Michigan, Minnesota, 
or Wisconsin (one defendant being located in Illinois and one in New 
York); the several individual representatives of the corporate members 
of the association; and George W. Keehn, secretary of the association. 
Of the corporate defendants, approximately one-half own timber lands 
and sawmills and are producers of the rough lumber from which they 
manufacture finished flooring, sold and shipped in interstate com- 
merce. The other defendants purchase rough flooring lumber in the 
open market and manufacture it into finished flooring which is sold 
and shipped in interstate commerce. In 1922 there were in the states 

1 Supreme Court of the United States. Reargued March 3, 1925. Decided June 
I, 1925. 45 Sup. Ct. 578. 
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of Illinois, Michigan, Minnesota, and Wisconsin, 17 nonmember manu- 
facturers of maple, beech, and birch flooring in the United States who 
reported to the government. In that year 38 nonmember manufacturers 
reported a manufacturing capacity of 238,610,000 feet of flooring of 
the types mentioned, and during the same year the manufacturing 
capacity of the defendants was 158,400,000 feet. Estimates submitted 
in behalf of the government indicate that in the year 1922 the de- 
fendants produced 70% of the total production of these types of floor- 
ing, the percentage having been gradually diminished during the five 
years preceding, the average for the five years being 74.2%. It is 
also in evidence that aside from nonmember manufacturers who re- 
ported to the government, there are numerous other nonmember manu- 
facturers of such flooring in the United States and Canada. The 
defendants own only a small proportion of the total stand, in the United 
States, of maple, beech, and birch timber from which the various types 
of flooring produced and sold by defendants are manufactured. 

In March, 1922, the corporate defendants organized the defendant, 
the Maple Flooring Manufacturers’ Association, but for many years 
prior to that time, and certainly since 1913, a substantial number of 
the corporate defendants have participated actively in maintaining 
numerous successive trade associations of the same name, which were 
predecessors of the present association. The oral testimony and docu- 
mentary evidence have covered a wide range and have reached a great 
volume which it will be impossible, within the limits of an opinion, to 
review in detail. The defendants have engaged in many activities to 
which no exception is taken by the government and which are ad- 
mittedly beneficial to the industry and to consumers; such as coopera- 
tive advertising and the standardization and improvement of its product. 
The activities, however, of the present association of which the govern- 
ment complains may be summarized as follows: 

1. The computation and distribution among the members of the 
association of the average cost to association members of all dimensions 
and grades of flooring. 

2. The compilation and distribution among members of a booklet 
showing freight rates on flooring from Cadillac, Michigan, to between 
5,000 and 6,000 points of shipment in the United States. 

3. The gathering of statistics which at frequent intervals are sup- 
plied by each member of the association to the secretary of the asso- 
ciation giving complete information as to the quantity and kind of 
flooring sold and prices received by the reporting members, and the 
amount of stock on hand, which information is summarized by the 
secretary and transmitted to members without, however, revealing the 
identity of the members in connection with any specific information thus 
transmitted. 

4. Meetings at which the representatives of members congregate and 
discuss the industry and exchange views as to its problems. 


Before considering these phases of the activities of the association, 
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it should be pointed out that it is neither alleged nor proved that 
there was any agreement among the members of the association either 
affecting production, fixing prices, or for price maintenance. Both by 
the articles of association and in actual practice, members have been 
left free to sell their product at any price they choose and to conduct 
their business as they please. Although the bill alleges that the activi- 
ties of the defendants hereinbefore referred to resulted in the main- 
tenance of practical uniformity of net delivered prices as between the 
several corporate defendants, the evidence fails to establish such uni- 
formity, and it was not seriously urged before this court that any sub- 
stantial uniformity in price had in fact resulted from the activities of 
the association, although it was conceded by defendants that the dis- 
semination of information as to cost of the product and as to production 
and prices would tend to bring about uniformity in prices through the 
operation of economic law. Nor was there any direct proof that the 
activities of the association had affected prices adversely to consumers. 
On the contrary, the defendants offered a great volume of evidence 
tending to show that the trend of prices of the product of the de- 
fendants corresponded to the law of supply and demand and that it 
evidenced no abnormality when compared with the price of commod- 
ities generally. There is undisputed evidence that the prices of members 
were fair and reasonable and that they were usually lower than the 
prices of nonmembers, and there is no claim that defendants were 
guilty of unfair or arbitrary trade practices. 

The contention of the government is that there is a combination 
among the defendants, which is admitted; that the effect of the ac- 
tivities of the defendants carried on under the plan of the association 
must necessarily be to bring about a concerted effort on the part of 
members of the association to maintain prices at levels having a close 
relation to the average cost of flooring reported to members; and that 
consequently there is a necessary and inevitable restraint of interstate 
commerce; and that therefore the plan of the association itself is a 
violation of Section 1 of the Sherman Act, which should be enjoined 
regardless of its actual operation and effect so far as price maintenance 
is concerned. The case must turn, therefore, on the effect of the 
activity of the defendants in the gathering and dissemination of in- 
formation as to the cost of flooring, since, without that, the other 
activities complained of could have no material bearing on price levels 
- in the industry and it was to this phase of the case that the oral argu- 
ment was mainly directed. 

Having outlined the substantial issues in the case, it will now be 
convenient to examine more in detail the several activities of the de- 
fendants of which the government complains. 


COMPUTATION AND DISTRIBUTION AMONG THE MEMBERS 
oF INFORMATION AS TO THE AVERAGE COST OF 
THEIR Propuct 


There are three principal elements which enter into the computation 
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of the cost of finished flooring. They are the cost of raw material, 
manufacturing cost, and the percentage of waste in converting rough 
lumber into flooring. The information as to the cost of rough lumber 
was procured by the secretary from reports of actual sales of lumber 
by members in the open market. From five to ten ascertained sales 
were taken as standard and the average was taken as the estimated 
cost of raw material. Manufacturing costs were ascertained by ques- 
tionnaires sent out to members by which members were requested 
to give information as to labor costs, cost of warehousing, insurance and 
taxes, interest at 6% on the value of the plant, and selling expense, 
including commissions and cost of advertising and depreciation of plant. 
From the total thus ascertained there was deducted the net profit from 
wood and other by-products. The net total cost thus ascertained of 
all members reporting was then averaged. 

The percentage of waste in converting the rough lumber into floor- 
ing was ascertained by test runs made by selected members of the 
association under the direction of the secretary of the association, in 
the course of which a given amount of rough lumber was converted into 
flooring of different sizes and the actual waste in the process ascer- 
tained and stated in terms of percentage. By combining the three ele- 
ments of cost thus arrived at, the total cost per thousand feet of the 
aggregate of the different types and grades of flooring produced from 
a given amount of rough lumber was estimated. To this cost there was 
at one time added an estimated 5% for contingencies, which practice, 
however, was discontinued by resolution of the association of July 19, 
1923. For the element of manufacturing and marketing cost, the first 
of these estimates prepared in the manner described was based upon 
an average of such cost for the first half of 1921. Other successive 
estimates were prepared on a like basis during the first, third, and fourth 
quarter of the year 1922. ' 

In order to determine the cost of a given type or grade of flooring, 
it was necessary to distribute the total cost of the aggregate of the 
different types and grades of finished flooring produced from a given 
amount of rough lumber among the several types and grades thus pro- 
duced. This distribution was made by the officials of the association, 
and the estimated cost thus determined was tabulated and distributed 
among the members of the association. There is no substantial claim 
made on the part of the government that the preparation of these esti- 
mates of cost was not made with all practicable accuracy, or that they 
were in any respect not what they purported to be, an estimate of the 
actual cost of commercial grades of finished flooring fairly ascertained 
from the actual experience of members of the association, except that 
the point is made by the government that the distribution of cost among 
the several types and grades of finished flooring produced from a given 
amount of rough lumber was necessarily arbitrary and that it might be 
or become a cover for price fixing. Suffice it to say that neither the 
government nor the defendants seem to have found it necessary to prove 
upon what principle of cost accounting this distribution of cost was 
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made, and there are no data from which any inference can be drawn 
as to whether or not it conformed to accepted practices of cost account- 
ing applied to the manufacture of a diversified product from a single 
type of raw material. 


THE COMPILATION AND DISTRIBUTION AMONG MEMBERS 
OF INFORMATION As TO FREIGHT RATES 


Through the agency of the secretary of the association, a booklet 
was compiled and distributed to members of the association showing 
freight rates from Cadillac, Michigan, to numerous points throughout 
the United States to which the finished flooring is shipped by members 
of the association. It appears from the evidence to have been the usual 
practice, in the maple flooring trade, to quote flooring at a delivered 
price and that purchasers of flooring usually will not buy on any other 
basis. The evidence, however, is undisputed that the defendants quote 
and sell on an f.0.b. mill basis whenever a purchaser so requests. It also 
appears that the mills of most of the members of the association are 
located in small towns in Michigan and Wisconsin and that the average 
freight rates from these principal producing points in Michigan and 
Wisconsin, to the principal centers of consumption in the United States, 
are approximately the same as the freight rate from Cadillac, Michigan, 
to the same centers of consumption. There is abundant evidence that 
there were delays in securing quotations of freight rates from the local 
agents of carriers in towns in which the factories of defendants are 
located, which seriously interfered with prompt quotations of delivered 
prices to customers; that the actual aggregate difference between local 
freight rates for most of defendants’ mills and the rate appearing in 
defendants’ freight rate book based on rates at Cadillac, Michigan, were 
so small as to be only nominal, and that the freight rate book served 
a useful and legitimate purpose in enabling members to quote promptly 
a delivered price on their product by adding to their mill price a 
previously calculated freight rate which approximated closely to the 
actual rate from their own mill towns. 

The government bases its criticism of the use of the freight rate book 
upon the fact that antecedent associations maintained by defendants, 
incorporated in the freight rate book a delivered price which was made 
up by adding the calculated freight rate from Cadillac, Michigan, to a 
minimum price under the so-called “minimum price plan” of previous 
associations, whereby the price was fixed at cost plus 10% of profit. 
It is conceded that the present association does not include a delivered 
price in the freight rate book, but it is urged by the government that 
the circulation of the tables of estimated cost of flooring, together with 
a freight rate book, enables members of the association to fix a delivered 
price by adding to the estimated cost circulated among members, the 
calculated freight rate published in the freight rate book, and that 
the freight rate book used in conjunction with the published material as 
to estimated cost is merely a device whereby the defendants have con- 


MAPLE FLOORING MFRS’ ASSO., e¢ al. v. U.S. 75 


tinued the so-called minimum price plan formerly maintained by pre- 
decessor associations, which was a plan whereby the members cooper- 
ated in the maintenance of a fixed minimum price. Defendants main- 
tain that the minimum price plan was never actually carried out by 
any predecessor association, and that it was formally abandoned in 
February or March, 1920, after the failure to secure the approval of 
the plan by the Federal Trade Commission, and was never revived or 
continued. 

It cannot, we think, be questioned that data as to the average cost 
of flooring circulated among the members of the association, when 
combined with a calculated freight rate which is either exactly or ap- 
proximately the freight rate from the point of shipment, plus an arbi- 
trary percentage of profit, could be made the basis for fixing prices or 
for an agreement for price maintenance which, if found to exist, would, 
under the decisions of this court, constitute a violation of the Sherman 
Act. But, as we have already said, the record is barren of evidence that 
the published list of costs and the freight rate book have been so used 
by the present association. Consequently, the question which this 
court must decide is whether the use of this material by members of 
the association will necessarily have that effect so as to produce that 
unreasonable restraint of interstate commerce which is condemned by 
the Sherman Act. 


Tur GATHERING AND DISTRIBUTING AMONG MEMBERS 
OF TRADE STATISTICS 


It is contended by the government that an analysis of the reporting 
system adopted by the defendants shows that there is no information 
withheld by one member from another, and that every member is per- 
fectly familiar not only with the summaries which show the exact mar- 
ket condition generally, but also with the exact condition of the busi- 
ness of each of his fellow members. An examination of the record 
discloses that this is not an accurate statement of the statistical informa- 
tion distributed among members of the association, certainly not within 
any recent period of the history of all the successive associations. At 
the time of the filing of the bill, members reported weekly to the secre- 
tary of the association on forms showing dates of sales made by the 
reporting member, the quantity, the thickness and face, the grade, the 
kind of wood, the delivery, the prices at which sold, the average freight 
rate to destination, and the rate of commission paid, if any. Members 
also reported monthly the amount of flooring on hand of each dimension 
and grade and the amount of unfilled orders. Monthly reports were 
also required showing the amount of production for each period and 
the new orders booked for each variety of flooring. The association 
promptly reported back to the members statistics compiled from the 
reports of members, including the identifying numbers of the mills 
making the reports, and information as to quantities, grades, prices, 
freight rates, etc., with respect to each sale. The names of purchasers 
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were not reported, and from and after July 19, 1923, the identifying 
number of the mill making the report was omitted. All reports of sales 
and prices dealt exclusively with past and closed transactions. The 
statistics gathered by the defendant association are given wide pub- 
licity. They are published in trade journals which are read by from 
90% to 95% of the persons who purchase the products of association 
members. They are sent to the Department of Commerce, which pub- 
lishes a monthly survey of current business. They are forwarded to 
the Federal Reserve and other banks and are available to any one at 
any time desiring to use them. It is to be noted that the statistics 
gathered and disseminated do not include current price quotations; 
information as to employment conditions; geographical distribution of 
shipments; the names of customers or distribution by classes of pur- 
chasers; the details with respect to new orders booked, such as names 
of customers, geographical origin of orders; or details with respect to 
unfilled orders, such as names of customers, their geographical location; 
the names of members having surplus stocks on hand; the amount of 
rough lumber on hand; or information as to cancellation of orders. 
Nor do they differ in any. essential respect from trade or business sta- 
tistics which are freely gathered and publicly disseminated in numerous 
branches of industry producing a standardized product such as grain, 
cotton, coal oil, and involving interstate commerce whose statistics dis- 
close volume and material elements affecting costs of production, sales 
price, and stock on hand. 


ASSOCIATION MEETINGS 


The articles of the defendant association ptovide for regular meet- 
ings for the transaction of business on the third Wednesday of April, 
July, and October of each year, and that special meetings may be 
called by the president or a majority of the board of trustees. During 
the year in which the bill of complaint was filed, meetings appear to 
have been held monthly. Minutes of meetings were kept, although 
it is not contended that they constituted a complete record of the 
proceedings. Trade conditions generally, as reflected by the statistical 
information disseminated among members, were discussed; the market 
prices of rough maple flooring were also discussed, as were also manu- 
facturing and market conditions. Those members who did not produce 
rough flooring lumber improved the occasion of the monthly meetings 
to secure purchases of this commodity from other members. The 
testimony is explicit and not denied that following the decision in 
United States v. American Linseed Oil Company, 262 U.S. 371, 43 Sup. 
Ct. 607, 67 L. Ed. 1035 (June, 1923), there was no discussion of 
prices in meetings.. There was no occasion to discuss past prices, as 
those were fully detailed in the statistical reports and the association 
was advised by counsel that future prices were not a proper subject of 
discussion. It was admitted by several witnesses, however, that upon 
occasion the trend of prices and future prices became the subject of 
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discussion outside the meeting among individual representatives of the 
defendants attending the meeting. The government, however, does not 
charge, nor is it contended, that there was any understanding or agree- 
ment, either express or implied, at the meetings or elsewhere, with 
respect to prices. 

Upon this state of the record, the District Court, from whose decision 
this appeal was taken, held that the plan or system operated by the 
defendant had a direct and necessary tendency to destroy competition; 
that the methods employed by them had at all times a controlling 
influence to impeding the economic laws of supply and demand, and 
tending to increase prices, and to stifle competition; that the plan of 
the association was therefore inherently illegal; that in consequence 
the actual results flowing from such a plan and the execution of it are 
of secondary importance. The court accordingly decreed the dissolution 
of the defendants and enjoined them from engaging in activities com- 
plained of by the government. In arriving at this result it was ad- 
mitted that it was impossible to measure, either accurately or even 
approximately, the effect of the activities of the defendants upon prices, 
production, and competition in the flooring industry, for the reason 
that there could be, in the nature of things, no satisfactory standards 
of comparison. The court found no agreement to fix prices and that 
in fact lower prices have usually been quoted by members than by 
nonmembers of the association. In reaching its conclusion, the court 
relied principally upon the necessary tendency or effect of the plan 
actually in operation and upon the past history of the association and 
its predecessors as indicating a probable purpose on the part of the 
members of the association to use the plan as a medium for effecting 
actual and undue restraint on interstate commerce, and it is urged here 
that the history of the successive associations organized by the members 
of the defendant association, or a majority of them, establishes a sys- 
tematic purpose on the part of the corporate defendants to restrain 
interstate commerce. 

It is pointed out that the articles of the association of January 1, 
1913, embodied the so-called “allotment plan,” which provided for an 
allotted percentage of the aggregate shipments of all members within 
a given period, to each member, with a provision for payment of a 
bonus or allowance to each member which did not make its full allot- 
ment or percentage of shipments. This plan was abandoned in March, 
1920. On July 1, 1916, the articles of association of that date adopted 
a minimum price plan which it is claimed continued in effect until 
about January 1, 1921. This plan contemplated the establishment of 
a minimum price of maple, beech, and birch flooring by members of 
the association, such prices to consist of the average cost and expense 
of manufacturing and selling the product, plus an average profit of 
10%. The plan provided drastic penalties for the sale of flooring at 
less than the minimum price so established. It is also charged that in 
January, 1921, the defendants, by agreement, established a minimum 
price basis for the sale of flooring for the ensuing year. Under this 


78 HARVARD BUSINESS REPORTS 


plan the average net profit was reduced from 10% to 5%, and penalties 
for noncompliance with the minimum price scale were abolished. 

It is conceded, however, that each of these several plans was aban- 
doned and that the present association, both by the terms of its articles 
of association and in actual practice, has confined itself to the activities 
which have already been described in some detail. 

We think it might be urged, on the basis of this record, that the 
defendants, by their course of conduct instead of evidencing the pur- 
pose of persistent violators of law, had steadily indicated a purpose 
to keep within the boundaries of legality as rapidly as those boundaries 
were marked out by the decisions of courts interpreting the Sherman 
Act. Whether, however, their general purpose was to become law- 
abiding members of the community or lawbreakers, it is not, we think, 
very material unless the court either can infer from this course of 
conduct a specific and continuing purpose or agreement or understand- 
ing on their part to do acts tending to effect an actual restraint of 
commerce® or unless, on the other hand, it is established that the com- 
bination entered into by the defendants in the organization of the de- 
fendant association, and its activities as now carried on must necessarily 
result in such restraint. As already indicated, the record is barren of 
evidence tending to establish that there is any agreement or purpose 
or intention on the part of defendants to produce any effect upon com- 
merce other than that which would necessarily flow from the activities 
of the present association, and in our view the government must stand 
or fall upon its ability to bring the facts of the present case within the 
rule as laid down in American Column Company v. United States, 257 
US. 377, 42 Sup. Ct. 114, 66 L. Ed. 284, 21 A.L.R. 1093, where it 
was said at page 400, 42 Sup. Ct. 117: 


It has been repeatedly held by this court that the purpose of the 
Statute is to maintain free competition in interstate commerce and 
that any concerted action by any combination of men or corpora- 
tions to cause, or which in fact does cause, direct and undue re- 
straint of competition in such commerce falls within the con- 
demnation of the act and is unlawful. 


—and within the rule laid down by the court in United States v. 
American Linseed Oil Company, 262 U.S. 371, at page 390, 43 Sup. 
Ct. 607, at page 611, 67 L. Ed. 1035: 

In the absence of a purpose to monopolize or the compulsion 
that results from contract or agreement, the individual certainly 
may exercise great freedom; but concerted action through combina- 
tion presents a wholly different problem and is forbidden when the 
necessary tendency is to destroy the kind of competition to which 
the public has long looked for protection. 


It should be noted that the bill of complaint neither charges, nor 





3 United States v. United States Steel Corporation, 251 US. 417, 40 Sup. Ct. 
293, 64 L. Ed. 343, 8 A.L.R. 1121. 
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does the government urge, that there was any purpose on the part of 
the defendants to monopolize commerce in maple, beech, and birch 
flooring. It is not contended that there was the compulsion of any 
agreement fixing prices, restraining production or competition, or 
otherwise restraining interstate commerce. In our view, therefore, the 
sole question presented by this record for our consideration is whether 
the combination of the defendants in their existing association as 
actually conducted by them has a necessary tendency to cause direct 
and undue restraint of competition in commerce falling within the 
condemnation of the act. In urging that such is the necessary effect, 
the government relies mainly upon the decisions of this court in 
Eastern State Retail Lumber Dealers’ Association v. United States, 
234 U. S. 600, 34 Sup. Ct. 951, 58 L. Ed. 1490, L.R.A. 1915A, 788; 
American Column & Lumber Company vy. United States, supra; and 
United States v. American Linseed Oil Company, supra. 

It should be said at the outset that in considering the application of 
the rule of decision in these cases to the situation presented by this 
record, it should be remembered that this court has often announced 
that each case arising under the Sherman Act must be determined upon 
the particular facts disclosed by the record, and that the opinions in 
those cases must be read in the light of their facts and of a clear 
recognition of the essential differences in the facts of those cases, and in 
the facts of any new case to which the rule of earlier decisions is to 
be applied. 

In Eastern States Retail Lumber Dealers’ Association v. United 
States, supra, the defendant members of the association had entered 
into a combination and agreement whereby members were required to 
report to the association the names of wholesale dealers in lumber who 
sold their product directly to consumers. The names of the offending 
wholesalers were placed upon a “black list” which was circulated among 
the members of the association. The name of a blacklisted wholesaler 
could be removed from the list only on application to the secretary of 
the association and on assurance that the offending wholesaler would 
no longer sell in competition with retailers. It was conceded by the 
defendants, and in the court below found, that the circulation of this 
information would have a natural tendency to cause retailers receiving 
these reports to withhold patronage from listed concerns; that it there- 
fore, necessarily, tended to restrain wholesalers from selling to the 
retail trade, which in itself was an undue and unreasonable restraint 
of commerce. Moreover, the court said, at page 612, 34 Sup. Ct. 956: 


This record abounds in instances where the offending dealer 
was thus reported, the hoped-for effect, unless he discontinued the 
offending practice, realized, and his trade directly and appreciably 
impaired. 

There was thus presented a case in which the court could not only 
see that the combination would necessarily result in a restraint on 
commerce which was unreasonable, but where in fact such restraints 
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had actually been effected by the concerted action of the defendants. 

In American Column & Lumber Company v. United States, supra, 
the defendant association was engaged in gathering and disseminating 
among its members daily reports of all sales actually made; the name 
and address of the purchaser; the kind, grade, and quality of com- 
modity; a daily shipping report giving details of all shipments made; 
a monthly production report, giving production of the member during 
the previous month; a monthly stock report showing stock on hand on 
the first day of the month; current price lists, followed by prompt in- 
formation as to new price quotations as made. Monthly meetings were 
held at which the extensive interchange of reports was supplemented 
by further exchange of information as to production, at which active 
and concerted efforts were made to suppress competition by the restric- 
tion of production. The secretary of the association, in communications 
to members, actively urged curtailment of production and increase of 
prices. The record disclosed a systematic effort, participated in by 
the members of the association and led and directed by the secretary 
of the association, to cut down production and increase prices. The 
court not only held that this concerted effort was in itself unlawful, 
but that it resulted in an actual excessive increase of price to which 
the court found the “united action of this large and influential mem- 
bership of dealers contributed greatly.” The opinion of the court in 
that case rests squarely on the ground that there was a combination on 
the part of the members to secure concerted action in curtailment of 
production and increase of price, which actually resulted in a restraint 
of commerce, producing increase of price. 

In United States v. American Linseed Oil Company, supra, defend- 
ants entered into an agreement, with provisions for financial forfeitures 
in event of its violation, for the organization and maintenance of an 
exchange or bureau whose function it was to gather and distribute in- 
formation, among the members, as to all price lists covering the product 
of members. Members agreed, under heavy penalties for violation, to 
furnish to the bureau a “schedule of prices and terms and adhere 
thereto—unless more onerous ones were obtained—until prepared to 
give immediate notice of departure therefrom for relay by the bureau 
to members.” Members were required by the agreement to report by 
telegraph all variations of prices; the names of prospective buyers; 
the point of shipment; the exact prices, terms, and discounts; whether 
sales were made to jobber, or dealer or consumer; in what quantity; 
and to report also by telegraph all orders received; to report daily all 
carload sales of product, giving full details; all such information being 
treated as confidential and concealed from the buyers. All information 
received was made available to members through the statistical sur- 
veys of the bureau. It was provided that any subscriber who had 
offered his product to a prospective buyer, who did not purchase, 
should have the right to advise the bureau of the unsuccessful offer 
and to request the bureau to “bulletin” all its subscribers, asking 
specific information regarding any quotations for sale to such prospec- 
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tive buyer, and to make to subscribers a compilation report of the 
information secured by such “bulletin.” Members were required to 
give the desired information. Each subscriber was required to furnish 
the bureau, upon request, information pertaining to any buyer of the 
product and might request the bureau to secure like information from 
all other subscribers “whenever it shall have an order or account with 
or inquiry from the buyer.” The plan as organized was actively 
carried out by the defendants, and the court held that the plan as 
operated by the defendants was a violation of the Sherman Act in 
that “its necessary tendency was to suppress competition in interstate 
commerce.” It was held that the agreement for price maintenance 
accompanied by free exchange of information between competitors as 
to current prices of the product offered for sale, full details as to pur- 
chasers, actual and prospective, and the exchange of information as 
to buyers and those to whom offerings were made by sellers and of 
the terms of such offerings, could necessarily have only one purpose 
and effect; namely, to restrain competition among sellers. The court 
said, at page 389, 43 Sup. Ct. 611: 

If, looking at the entire contract by which they are bound to- 
gether, in the light of what has been done under it the court can 
see that its necessary tendency is to suppress competition in trade 
between the states, the combination must be declared unlawful. 
That such is its tendency, we think, must be affirmed. 


It is not, we think, open to question that the dissemination of 
pertinent information concerning any trade or business tends to stabil- 
ize that trade or business and to produce uniformity of price and trade 
practice. Exchange of price quotations of market commodities tends 
to produce uniformity of prices in the markets of the world. Knowledge 
of the supplies of available merchandise tends to prevent overproduc- 
tion and to avoid the economic disturbances produced by business 
crises resulting from overproduction. But the natural effect of the 
acquisition of wider and more scientific knowledge of business con- 
ditions, on the minds of the individuals engaged in commerce and its 
consequent effect in stabilizing production and price, can hardly be 
deemed a restraint of commerce, or, if so, it cannot, we think, be 
said to be an unreasonable restraint, or in any respect unlawful. 

It is the consensus of opinion of economists and of many of the 
most important agencies of government that the public interest is 
served by the gathering and dissemination, in the widest possible man- 
ner, of information with respect to the production and distribution, 
cost, and prices in actual sales of market commodities because the 
making available of such information tends to stabilize trade and in- 
dustry, to produce fairer price levels, and to avoid the waste which 
inevitably attends the unintelligent conduct of economic enterprise. 
“Free competition” means a free and open market among both buyers 
and sellers for the sale and distribution of commodities. Competition 
does not become less free merely because the conduct of commercial 
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operations becomes more intelligent through the free distribution of 
knowledge of all the essential factors entering into the commercial 
transaction.* General knowledge that there is an accumulation of sur- 
plus of any market commodity would undoubtedly tend to diminish 
production, but the dissemination of that information cannot in itself 
be said to be restraint upon commerce in any legal sense. The manu- 
facturer is free to produce, but prudence and business foresight based 
on that knowledge influences free choice in favor of more limited pro- 
duction. Restraint upon free competition begins when improper use is 
made of that information through any concerted action which operates 
to restrain the freedom of action of those who buy and sell. 

It was not the purpose or the intent of the Sherman Anti-Trust Law 
to inhibit the intelligent conduct of business operations, nor do we con- 
ceive that its purpose was to suppress such influence as might affect the 
operations of interstate commerce through the application to them of 
the individual intelligence of those engaged in commerce, enlightened 
by accurate information as to the essential elements of the economics 
of a trade or business, however gathered or disseminated. Persons who 
unite in gathering and disseminating information in trade journals and 
statistical reports on industry, who gather and publish statistics as to 
the amount of production of commodities in interstate commerce, and 
who report market prices, are not engaged in unlawful conspiracies in 
restraint of trade merely because the ultimate result of their efforts may 
be to stabilize prices or limit production through a better understanding 
of economic laws and a more general ability to conform to them, for the 
simple reason that the Sherman Law neither repeals economic laws nor 
prohibits the gathering and dissemination of information. Sellers of 
any commodity who guide the daily conduct of their business on the 
basis of market reports would hardly be deemed to be conspirators 
engaged in restraint of interstate commerce. They would not be any 
the more so merely because they became stockholders in a corporation 
or joint owners of a trade journal, engaged in the business of compiling 
and publishing such reports. 

We do not conceive that the members of trade associations become 
such conspirators merely because they gather and disseminate informa- 
tion, such as is here complained of, bearing on the business in which 
they are engaged and make use of it in the management and control 
of their individual businesses; nor do we think that the proper applica- 
tion of the principles of decision of Eastern States Retail Lumber 
Association v. United States, or American Column & Lumber Company 
v. United States, or United States v. American Linseed Oil Company, 
leads to any such result. The court held that the defendants in those 
cases were engaged in conspiracies against interstate trade and com- 
merce because it was found that the character of the information which 


*See a suggestive analysis of the Competitive System by various economists col- 
lected and commented on in Marshall’s Readings on Industrial Society, 294, 4109, 
479, 498, 935. See Hobson, The Evolution of Modern Capitalism, 403, 5; Irving 
Fisher, Elementary Principles of Economics, 427 et seq. 
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had been gathered and the use which was made of it lead irresistibly 
to the conclusion that they had resulted, or would necessarily result, 
in a concerted effort of the defendants to curtail production or raise 
prices of commodities shipped in interstate commerce. The unlaw- 
fulness of the combination arose, not from the fact that the defendants 
had effected a combination to. gather and disseminate information, but 
from the fact that the court inferred from the peculiar circumstances 
of each case that concerted action had resulted or would necessarily 
result in tending arbitrarily to lessen production or increase prices. 

Viewed in this light, can it be said in the present case that the char- 
acter of the information gathered by the defendants, or the use which 
is being made of it, leads to any necessary inference that the defendants 
either have made or will make any different or other use of it than 
would normally be made if like statistics were published in a trade 
journal or were published by the Department of Commerce, to which 
all the gathered statistics are made available? The cost of production, 
prompt information as to the cost of transportation, are legitimate sub- 
jects of inquiry and knowledge in any industry. So likewise is the 
production of the commodity in that industry, the aggregate surplus 
stock, and the prices at which the commodity has actually been sold 
in the usual course of business. ; 

We realize that such information, gathered and disseminated among 
the members of a trade or business, may be the basis of agreement or 
concerted action to lessen production arbitrarily or to raise prices be- 
yond the levels of production and price which would prevail if no such 
agreement or concerted action ensued, and those engaged in commerce 
were left free to base individual initiative on full information of the 
essential elements of their business. Such concerted action constitutes 
a restraint of commerce and is illegal and may be enjoined as may any 
other combination or activity necessarily resulting in such concerted 
action as was the subject of consideration in American Column & 
Lumber Company v. United States, supra, and United States v. Ameri- 
can Linseed Oil Company, supra. But in the absence of proof of such 
agreement or concerted action having been actually reached or actually 
attempted, under the present plan of operation of defendants we can find 
no basis in the gathering and dissemination of such information by them 
or in their activities under their present organization for the inference 
that such concerted action will necessarily result within the rule laid 
down in those cases. 

We decide only that trade associations or combinations or persons 
or corporations which openly and fairly gather and disseminate infor- 
mation as to the cost of their product, the volume of production, the 
actual price which the product has brought in past transactions, stocks 
of merchandise on hand, approximate cost of transportation from the 
principal point of shipment to the points of consumption, as did these 
defendants and who, as they did, meet and discuss such information 
and statistics without however reaching or attempting to reach any 
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agreement or any concerted action with respect to prices or production 
or restraining competition, do not thereby engage in unlawful restraint 
of commerce. 

The decree of the District Court [decreeing the dissolution of the 
defendants and enjoining them from engaging in the activities com- 
plained of by the government] is reversed. 


Mr. Chief Justice Tart, Mr. Justice SANFORD, and Mr. Justice 
McREyYNo tps dissent.® 





° For dissenting opinion, see page 96. For commenting, see page 97. 
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MANUFACTURERS—CEMENT 


TrapDE AssocrATIoNs—Restraint of Commerce Held Not to Result from 
Dissemination of Information on Individual Contracts. A cement manu- 
facturers’ trade association gathered and reported to its members in- 
formation concerning “specific job contracts,” whereby a manufacturer 
agreed to deliver to a contractor cement to be used in a specific piece 
of work, at a price which might not be increased, but might be reduced 
if the market declined, so that a contractor bidding for a specific job 
was given in effect an option to purchase such cement as was required 
for the specific purpose. The information collected by the association 
in some cases disclosed instances of contractors’ attempts to procure 
in a rising market from a number of manufacturers more cement than 
was required for the particular job involved, which information the 
manufacturers were free to act upon or not as they chose. The Supreme 
Court of the United States held that the association did not thereby 
restrain commerce in violation of the Sherman Anti-Trust Act, even 
though in the ordinary course of business most sellers would act on 
the information and refuse to make deliveries for which they were not 
legally bound.” 


Trape AssociATIONS—Restraint of Commerce Held Not to Result from 
Dissemination of Information on Costs and Prices. The Supreme Court 
of the United States held that it was not an unlawful restraint of com- 
merce, violative of the Sherman Anti-Trust Act, for a cement manu- 
facturers’ trade association to gather and report to its members informa- 
tion as to production, price of cement sold in actual closed specific job 
contracts, and transportation costs from chief points of production in 
the cement trade, even though it were assumed that the gathering and 
reporting of such information tended to bring about uniformity in 
price.” 

(1925) 


Mr. Justice SToNE delivered the opinion of the court. 


This is an appeal from a final decree of the District Court for the 
Southern District of New York granting a perpetual injunction in a 
proceeding brought by the United States under section 4, chapter 647, 
of the Act of July 2, 1890, 26 Stat. 209 (Comp. St. § 8823), com- 
monly known as the Sherman Act. Defendants are the Cement Manu- 





1Supreme Court of the United States. Argued March 3-5, 1925. Decided June 
I, 1925. 45 Sup. Ct. 586. 


2 Headnote by Graduate School of Business Administration. 
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facturers’ Protective Association, an unincorporated association, 4 in- 
dividuals, the officers of the association, and 19 corporations, members 
of the association, engaged in manufacturing and shipping Portland 
cement in interstate commerce, in Pennsylvania, New Jersey, New 
York, Maryland, and Virginia. The petition, which was filed on the 
30th day of June, 1921, alleges restraint of interstate commerce in 
violation of section 1 of the act (Comp. St. § 8820). The complaint 
prays that the Cement Manufacturers’ Protective Association be ad- 
judged a violation of section r and enjoined accordingly. After final 
hearing, the District Court entered its decree enjoining the continuance 
of the Cement Manufacturers’ Protective Association and enjoined it 
and the several defendants from engaging in the activities of which 
the government complains and of which a summary account will pres- 
ently be given. 

The association was organized in January, 1916. Its purposes, as 
described by the constitution, were: 


The collection and dissemination of such accurate information 
as may serve to protect each manufacturer against misrepresenta- 
tion, deception and imposition, and enable him to conduct his 
business exactly as he pleases in every respect, and particularly 
free from misdirection by false or insufficient information concern- 
ing the following matters, to wit: 


(a) Information concerning credits; 

(6) Information concerning contracts which have been made 
for the delivery of cement sufficiently complete to enable the 
manufacturer to protect himself against Spurious contracts and 
like transactions induced by misrepresentations; 

(c) Information concerning freight rates on cement; 

(d) Statistical information as to production, stocks of cement 
and clinker on hand, and shipments. 


The constitution also provides that: 


Membership in the association shall be recognized as implying 
that the member is absolutely free to conduct his business exactly 
as he pleases in every respect and particular. 


Cement is a thoroughly standardized product. It is manufactured 
from limestone and shale which are crushed to extreme fineness, then 
subjected to high temperatures which process produces a fused mass, 
which when cooled is known as clinker. The clinker is then ground 
into the finished product, which is then ready for transportation and 
use. Clinker is not subject to deterioration, but the ground clinker or 
cement deteriorates rapidly on exposure to moisture and cannot be 
kept in storage except for a limited period of time. The defendant 
corporations are manufacturers of this product, which is shipped in 
interstate commerce principally within the areas of the several states 
in which the several defendants are located, and they are competitors 
in the business of shipping the product in interstate commerce. From 
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60% to 65% of the total product of the several corporate defendants 
is sold to the general trade for immediate use. Of this 60% to 65% 
approximately two-thirds is sold to dealers who are allowed a differ- 
ential from the sales price to the retail trade. 

The activities of defendant, on which the government bases its case 
for an injunction, may summarily be stated as follows: ‘The govern- 
ment charges that the defendants, through the activities of the asso- 
ciation, control prices and production of cement within the territorial 
area served by the several defendants in the following manner: 


1. By the use of “specific job contracts” for future delivery of 
cement, accompanied by a system of reports and trade espionage having 
as its objective the restriction of deliveries of cement under those 
contracts; 

2. By compiling and distributing, among the members, freight rate 
books which give the rate of freight from arbitrary basing points to 
numerous points of delivery within the territorial area served by the 
several defendants; 

3. By exchange of information concerning credits; 

4. By activities of the association at its meetings. 


The government asserts that uniformity of prices and limitation of 
production are necessary results of these activities of the defendants. 
It does not, however, charge any agreement or understanding between 
the defendants placing limitations on either prices or production. The 
evidence does not establish that prices were excessive or unreasonable, 
and the District Court found “as compared with the rise of prices of 
other basic commodities, it is possible to say that the quotations of 
cement advanced less than others.” The court also found that com- 
petition had not been destroyed by the association and that upon many 
occasions the defendants were active in endeavoring to take business 
from companies associated with them. The court, however, held that 
the activities of the defendant in connection with specific job contracts 
tended to limit the amount of cement distributed to the trade under 
those contracts; that the exchange of information complained of gen- 
erally tended to limit production; that the dissemination of this infor- 
mation, especially that contained in the freight rate book, tended to 
produce uniformity in price; and that there was accordingly a restraint 
of commerce within the principles laid down in American Column & 
Lumber Company vy. United States, 257 U.S. 393, 42 Sup. Ct. 114, 66 
L. Ed. 284, 21 A.L.R. 1093; United States v. American Linseed Oil 
Company, 262 U.S. 371, 43 Sup. Ct. 607, 67 L. Ed. 1035. 

It is conceded, and the court below found, that before the organiza- 
tion of the present association there was substantial uniformity of 
trade practices in the cement trade, so far as is pertinent to the present 
discussion, in the following respects: 


1. The sale of cement by specific job contracts for future delivery; 
2. The selling of cement, f.o.b. delivery; ; 
3. Using freight basing points in the quotation of prices; 


88 HARVARD BUSINESS REPORTS 


4. Including in all quotations for sale of cement, a freight rate from 
a basing point to the place of delivery; 

5. Charging purchasers of cement for bags in which the product is 
shipped and allowing credit for bags returned to the manufacturers in 
good condition. 


Since there is no exchange of information among the defendants with 
respect to contracts for the sale of cement for immediate delivery, 
which constitutes more than 60% of the business, the government’s 
contention before this court centered upon the use of the specific job 
contract by defendants and their activities in connection with such 
contracts, since without the use of the specific job contract the other 
activities complained of could have no substantial bearing on restraint 
of competition with respect either to prices or production. It will 
therefore be necessary to consider more at length the activities of the 
defendants in connection with specific job contracts and incidentally 
their other activities as related to sales of cement under specific job 
contracts and the information exchanged with respect to such contracts. 


SPECIFIC Jos ConTRACTS 


The specific job contract and the practices of the trade with respect 
to making deliveries in performance of those contracts were customary 
in the trade long before any of the collective activities complained of 
in this case. We do not understand the government to contend that the 
use of specific job contracts by defendants or that their use generally 
by the trade is the result of any agreement or understanding or in 
itself constitutes any violation of the Sherman Law. It is contended 
that the violation arises rather from the cooperation among the several 
defendants in acquiring and distributing information with reference to 
specific job contracts and the effect of the dissemination of that in- 
formation on the trade, to which reference will now be made. 

The specific job contract is a form of contract in common use by 
manufacturers of cement whereby cement is sold for future delivery 
for use in a specific piece of construction which is described in the 
contract. As was stated in the opinion of the court below, they are 
contracts “whereby a manufacturer is to deliver, in the future, cement 
to be used in a specific piece of work, such as a particular building or 
road, and the obligation is that the manufacturer shall furnish and the 
contractor shall take only such cement as is required for or used for 
the specific purpose.” These contracts have, by universal practice, 
been treated by cement manufacturers as, in effect, free options cus- 
tomarily made and acted upon on the understanding that the purchaser 
is to pay nothing until after the delivery of the cement to him; that 
he is not obligated in any event to take the cement contracted for unless 
he chooses to; that he is not held to the price named in the contract 
in the event of a decline in the market price; whereas the manufac- 
turer may be held to the contract price if the market advances and 
may be held for the delivery of the full amount of cement required 
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for the completion of the particular piece of construction described in 
the contract. The practical effect and operation of the specific job 
contract therefore is to enable contractors who are bidding upon con- 
struction work to secure a call or option for the cement required for 
the completion of that particular job at a price which may not be 
increased, but may be reduced if the market declines. It enables con- 
tractors to bid for future construction work with the assurance that 
the requisite cement will be available at a definitely ascertained maxi- 
mum price. 

In view of the option features of the contract referred to, the con- 
tractor is involved in no business risk if he enter into several specific 
job contracts with several manufacturers for the delivery of cement 
for a single specific job. The manufacturer, however, is under no moral 
or legal obligation to supply cement except such as is required for the 
specific job. If, therefore, the contractor takes advantage of his posi- 
tion and of the peculiar form of the specific job contract, as modified 
by the custom of the trade, to secure deliveries from each of several 
manufacturers of the full amount of cement required for the particular 
job, he in effect secures the future delivery of cement not required 
for the particular job, which he is not entitled to receive, which the 
manufacturer is under no legal or moral obligation to deliver, and 
which presumably he would not deliver if he had information that 
it was not to be used in accordance with his contract. The activities 
of the defendants complained of are directed toward securing this 
information and communicating it to members, and thus placing them 
in a position to prevent contractors from securing future deliveries of 
cement which they are not entitled to receive under their specific job 
contracts, and which experience shows they endeavor to procure espe- 
cially in a rising market. 

Members are required to make to the secretary of the association 
prompt reports of all specific job contracts, describing in detail the 
contract and giving the name and address of the purchaser; the amount 
of cement required, the price and delivery point; also the date of 
expiration of the contract. They are also required to make detailed 
reports of all changes in the contract, including increases in the amount 
of cement to be delivered and cancellations. The association also 
employs ‘checkers,’ whose business it is, by actual inspection and 
inquiry, to ascertain, so far as possible, the amount of cement required 
for specific jobs referred to in specific job contracts, and whether cement 
shipped under specific job contracts is actually used or required for 
use under such contracts. Without entering into any detailed discus- 
sion of this phase of the activity of defendants, we accept fully the 
government’s contention that the defendants regularly take all prac- 
ticable steps to ascertain whether cement contracted for under the 
specific job type of contract was actually being used for the job de- 
scribed in the contract, and that the fullest information with respect 
to such contracts and the use of cement shipped under said contracts 


90 HARVARD BUSINESS REPORTS 


is reported to the members of the association through the mediation 
of the secretary. 

The government does not contend that the activities of the associa- 
tion with respect to specific job contracts diminished the number of 
such contracts, or that they diminished in any way the obligations 
of members of the association upon such contracts. There is, however, 
abundant evidence to show that there were actual cancellations of 
deliveries on the ground that contractors were not entitled, under the 
terms of their contracts, to receive such deliveries. In 1920, of 1,392 
contracts investigated and found to be “padded” to the extent of more 
than 3,500,000 barrels of cement, 978 were partially canceled to the 
extent of 2,014,653 barrels. 


THE ASSOCIATION FREIGHT RATE Book 


The custom in the cement trade of selling cement at a delivered 
price, which includes the mill price, the price of bags, and freight 
charges, was an established trade practice before the organization of 
the defendant association. As required by the by-laws of the defendant 
association, it has distributed to its members freight rate books, listing 
freight rates from established basing points to practically every city 
and town in the northeast section of the United States. The freight 
rates contained in the freight rate book are compiled from the official 
tariffs and translated from the rate per ton of the official tariffs into 
the rate per barrel of 380 pounds, the unit for the sale of cement. 
Similar lists of freight rates embracing substantially the same subject- 
matter were prepared and used by individual manufacturers before 
the organization of the defendant association. The association freight 
rate book took the place of previous separate publications by individual 
manufacturers, with a consequent saving of money and increase of 
accuracy and a more thorough and continuous checking of rates. The 
basing points from which freight rates were calculated were not selected 
by the association, but were the same as those appearing in prior books 
published by individuals before the publication of the association freight 
rate book. The basing points are points of actual shipment from which 
the larger proportion of the cement in a given locality in which cement 
is manufactured is actually shipped. The rates published are the actual 
rates omitting fractions of cents, between the basing points and actual 
points of delivery. 

Manufacturers customarily, and for the purpose of the convenient 
conduct of their business, maintain a uniform base or factory price, 
so far as the customers of the individual manufacturer are concerned. 
That is to say, the business is conducted on a “one-price” basis. In 
order, however, to determine the delivered price, there must be added 
to the factory price of a given manufacturer, the cost of transportation 
to the point of delivery. Prompt quotation of a delivered price there- 
fore involves the ability to carry out promptly the mechanical process 
of adding, to the mill price, the cost of transportation to the point of 
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delivery. Lists of freight rates, in convenient and readily available 
form, are, therefore, necessary adjuncts to the quotation of delivery 
prices for cement. 

The use of basing points for the purpose of computing freight rates 
appears not to have been the result of any collective activity on the 
part of defendants or cement manufacturers generally, nor were they 
arbitrarily selected. Their use is rather the natural result of the devel- 
opment of the business within certain defined geographical areas. 
When a manufacturer establishes his factory at a given point of pro- 
duction and sells his product in a territory which is contiguous freight- 
wise to his factory, other mills established in the vicinity and serving 
the same territory, in order to compete in that territory, must either 
secure a like freight rate, or they must sell at a mill price which will 
permit them to deliver cement at a price which will enable them to 
compete with the mill or mills located at the basing point, which is 
the principal point of production in the territory which is contiguous 
in point of freight rate to the basing point. If such competing mills 
secure the same freight rate through the adoption of a blanket freight 
rate by the Interstate Commerce Commission, as was done in the 
Lehigh Valley, the rate from the basing point would in every case be 
identical with the freight rate for the competing mills. If there were 
no blanket freight rate, the competing mills must still use the rate 
from a given basing point in order to compete with the mills located 
in the vicinity of that chief point of production. In either case the 
freight rate from the basing point is an essential element in making a 
delivered price, since selling by any particular manufacturer at the 
lowest of the delivered prices computed from several basing points is a 
necessary procedure in competing in the sale of cement. The freight 
rate book, therefore, not only enables the manufacturer to calculate a 
delivered price on the basis of his own mill price, which he determines, 
to points in the territory nearest in point of freight rate to his own mill, 
but it enables him also to determine at once the freight differential 
which he must offset in his mill price in order to compete with other 
manufacturers serving any other given territory. 


EXCHANGE OF INFORMATION CONCERNING CREDITS 


Members of the association render monthly reports of all accounts 
of customers two months or more overdue, giving the name and address 
of the delinquent debtor; the amount of the overdue account in ledger 
balance; accounts in hands of attorneys for collection and any explana- 
tion, as, for example, when the account was treated by the debtors as 
offset of a balance due for bags, or was otherwise disputed. There are 
also reports showing the general total of delinquent accounts in com- 
parison with those for the last 12 months and reports of payments of 
accounts placed in the hands of attorneys. There was a form, seldom 
used, for answering inquiries as to whether a particular name had ap- 
peared in the monthly report, and, if so, where. There were never any 
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comments concerning names appearing on the list of delinquent debtors. 
The government neither charged nor proved that there was any agree- 
ment with respect to the use of this information or with respect to the 
persons to whom or conditions under which credit should be extended. 
The evidence falls far short of establishing any understanding on the 
basis of which credit was to be extended to customers, or that any 
cooperation resulted from the distribution of this information, or that 
there were any consequences from it other than such as would naturally 
ensue from the exercise of the individual judgment of manufacturers in 
determining, on the basis of available information, whether to extend 
credit or to require cash or security from any given customer. 


STATISTICAL INFORMATION 


The statistical activities of the association, other than those relating 
to specific job contracts which have already been referred to, dealt with 
information as to existing supplies of cement and the so-called bag 
report which gave information concerning returned bags which are the 
usual containers in which cement is shipped and delivered. 

Each member of the association, in addition to the reports on specific 
job contracts already referred to, sends to the association a monthly 
statement of its production of clinker and ground cement, shipments, 
and stock on hand for the past month and for the corresponding periods 
of the previous year. These were compiled and distributed to members 
without any change or comment. In addition, semimonthly statements 
of shipments were also received and likewise distributed. Each member 
of the association was thus given full information as to the available 
supply of cement and by whom it was held. 

By universal practice, the price of bags in which cement is shipped is 
included and becomes a part of the mill base price. This is usually at 
the rate of 10 cents per bag. The bag reports were made quarterly and 
contained two items: the total number of bags returned by each member 
during the preceding quarter, and the percentage thereof found unfit for 
use. The reports show that the loss varied from about 34 of 1% by one 
manufacturer to about 414% by another, and the diversity continued 
throughout the period covered by the reports. 

In 1918 a questionnaire was sent out inquiring as to the practice of 
each company to determine whether better results were obtained by 
cleaning before or after counting, showing that some counted before 
cleaning and some after cleaning, and some both before and after. No 
information was reported concerning the charge and allowance or 
deposit for bags returned, or concerning the number received from any 
particular customer, or the portion found unfit for use. 


MEETINGS 


The constitution and by-laws of the association provided for monthly 
meetings. A full and accurate stenographic report of all discussions 
at meetings was kept and made available to the government, and, as 
is stated in the government’s brief: 
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The association’s counsel was present at every meeting to steer 
the discussions away from illegal subjects and to have them con- 
fine the matters strictly within the purview of the by-laws and 
the constitution of the association. 


During the only period of rising markets since the relinquishment 
of war control, the spring and summer of 1920, no meetings were held 
during July and August. The later minutes contained complaints at 
smallness of attendance and the number of companies represented at 
meetings varied from 11 to 17, with an average attendance of about 
two-thirds of the total membership of 19 corporations. There was no 
discussion at these meetings of current prices; no comment on condi- 
tions or as to prospect of market, production, or prices. Excerpts from 
the minutes are set out by the government’s brief at great length in- 
dicating that from time to time individual representatives of the com- 
panies expressed themselves on subjects of minor importance, such as 
return of bags, and bag reports; discounts; the use of trade acceptances 
where customers desired more than the customary 30 days’ discount. 
But with reference to these suggestions and discussions, either no action 
was taken, or action was taken adverse to the suggestions made. There 
is no evidence that any agreement was reached affecting any of the 
matters discussed; nor does the government point specifically to any 
uniformity of trade practice or custom followed, which is urged as 
even inferentially the result of activities at meetings. 


LEGAL CONSEQUENCE OF DEFENDANTS’ ACTIVITIES 


From these various activities of the defendants, the government de- 
duces a purpose to control the price of cement which it is charged was 
to be accomplished by the control of the supply of cement on the market 
and by intimate association of the defendants in the exchange of in- 
formation and a ready means of quoting a delivered price at any point. 
Cement was to be kept from the market by the use of the specific job 
contract accompanied by the systematic gathering and reporting of 
information with reference to the specific jobs and the amount of 
cement required for their completion. The two essential elements in 
the conspiracy to restrain commerce charged therefore are: (a) The 
gathering and reporting of information which would enable individual 
members of the association to avoid making deliveries of cement on 
specific job contracts which by the terms of the contracts they are not 
bound to deliver; and (0) the gathering of information as to produc- 
tion, price of cement sold on specific job contracts, and transportation 
costs not differing essentially from similar information disseminated by 
the Maple Flooring Association which is the subject of the opinion in 
Maple Flooring Manufacturers’ Association, et al. v. United States, 
268 US. 563, 45 Sup. Ct. 578, 69 L. Ed. 1093, decided today.’ 


That a combination existed for the purpose of gathering and dis- 
tributing these two classes of information is not denied. That a con- 





3See page 70. 
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sequence of the gathering and dissemination of information with respect 
to the specific job contracts was to afford, to manufacturers of cement, 
opportunity and grounds for refusing deliveries of cement which the 
contractors were not entitled to call for, an opportunity of which manu- 
facturers were prompt to avail themselves, is also not open to dispute. 
We do not see, however, in the activity of the defendants with respect 
to specific job contracts any basis for the contention that they constitute 
an unlawful restraint of commerce. The government does not rely on 
any agreement or understanding among members of the association 
that members would either make use of the specific job contract, or 
that they would refuse to deliver “excess” cement under specific job 
contracts. Members were left free to use this type of contract and to 
make such deliveries or not as they chose, and the evidence already 
referred to shows that in 1920 padded specific job contracts were cut 
down something less than two-thirds of the total amount of the padding 
as a result of the system of gathering and reporting this information. 
It may be assumed, however, if manufacturers take the precaution to 
draw their sales contracts in such form that they are not to be required 
to deliver cement not needed for the specific jobs described in these 
contracts, that they would, to a considerable extent, decline to make 
deliveries, upon receiving information showing that the deliveries 
claimed were not called for by the contracts. 

Unless the provisions in the contract are waived by the manufacturer, 
demand for and receipt of such deliveries by the contractor would be 
a fraud on the manufacturer, and in our view the gathering and dis- 
semination of information which will enable sellers to prevent the 
perpetration of fraud upon them, which information they are free to 
act upon or not as they choose, cannot be held to be an unlawful 
restraint upon commerce, even though in the ordinary course of business 
most sellers would act on the information and refuse to make deliveries 
for which they were not legally bound. 

In Swift & Company v. United States, 196 U.S. 375, 395, 25 Sup. 
Ct. 276, 279, 49 L. Ed. 518, this court approved a decree which pro- 
vided that defendants should not be restrained “from establishing and’ 
maintaining rules for the giving of credit to dealers where such rules 
in good faith are calculated solely to protect the defendants against 
dishonest or irresponsible dealers.” Distribution of information as to 
credit and responsibility of buyers undoubtedly prevents fraud and 
cuts down to some degree commercial transactions which would other- 
wise be induced by fraud. But for reasons stated more at length in 
our opinion in Maple Flooring Manufacturers’ Association, et al. v. 
United States, supra, we cannot regard the procuring and dissemination 
of information which tends to prevent the procuring of fraudulent con- 
tracts or to prevent the fraudulent securing of deliveries of merchandise 
on the pretense that the seller is bound to deliver it by his contract, as 
an unlawful restraint of trade even though such information be gathered 
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and disseminated by those who are engaged in the trade or business 
principally concerned. 

Nor for the reasons stated, can we regard the gathering and report- 
ing of information, through the cooperation of the defendants in this 
case, with reference to production, price of cement in actual closed 
specific job contracts and of transportation costs from chief points of 
production in the cement trade, as an unlawful restraint of commerce; 
even though it be assumed that the result of the gathering and report- 
ing of such information tends to bring about uniformity in price. 

Agreements or understanding among competitors for the maintenance 
of uniform prices are, of course, unlawful and may be enjoined, but 
the government does not rely on any agreement or understanding for 
price maintenance. It relies rather upon the necessary leveling effect 
upon prices of knowledge disseminated among sellers as to some of 
the important factors which enter into price. It is conceded that there 
is a substantial uniformity of price of cement. Variations of price by 
one manufacturer are usually promptly followed by like variation 
throughout the trade. As already indicated, the larger proportion of 
the product of the defendants is distributed through dealers, and 
prices to dealers are not reported to or through the association. It is 
contended by the government that the report of prices on specific job 
contracts in effect informs the members of the association of prices to 
dealers, since the differential allowed to dealers is well known in the 
trade. However this may be, the fact is that any change in quotation 
of price to dealers, promptly becomes well known in the trade through 
reports of salesmen, agents, and dealers of various manufacturers. It 
appears to be undisputed that there were frequent changes in price, and 
uniformity has resulted not from maintaining the price at fixed levels, 
but in the prompt meeting of changes in prices by competing sellers. 

It is urged by the defendants that such uniformity of price as existed 
in the trade was due to competition. They offered much evidence 
tending to show complete independence of judgment and of action of 
defendants by large expenditures in competitive sales efforts and by 
variations in the volume of their production and shipment, earnings 
and profits. A great volume of testimony was also given by distin- 
guished economists in support of the thesis that in the case of a stand- 
ardized product sold wholesale to fully informed professional buyers 
as were the dealers in cement, uniformity of price will inevitably result 
from active, free and unrestrained competition, and the government 
in its brief concedes that: 

Undoubtedly the price of cement would approach uniformity 
in a normal market in the absence of all combinations between the 
manufacturers. 

We realize also that uniformity of price may be the result of agree- 
ment or understanding, and that an artificial price level not related 


to the supply and demand of a given commodity may be evidence 
from which such agreement or understanding or some concerted action 
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of sellers operating to restrain commerce may be inferred. But here 
the government does not rely upon agreement or understanding, and 
this record wholly fails to establish, either directly or by inference, 
any concerted action other than that involved in the gathering and 
dissemination of pertinent information with respect to the sale and 
distribution of cement to which we have referred, and it fails to show 
any effect on price and production except such as would naturally 
flow from the dissemination of that information in the trade and its 
natural influence on individual action. 

For reasons stated in Maple Flooring Manufacturers’ Association, et 
al. v. United States, supra, such activities are not in themselves unlawful 
restraints upon commerce and are not prohibited by the Sherman Act. 

The judgment of the District Court is reversed. 

Mr. Chief Justice Tart, Mr. Justice SANFORD, and Mr. Justice 
McREeEynotps dissent.* 


CEMENT MANUFACTURERS’ PROTECTIVE ASSOCIATION, et al. v. 
UNITED States? 


Mapte FLoorinc MANUFACTURERS’ ASSOCIATION, ef al. v. 
UNITED StaTEs® 


(June 1, 1925) 


Mr. Chief Justice Tarr and Mr. Justice SANForD dissent from 
the opinions of the majority of the court in these two cases on 
the ground that in their judgment the evidence in each case brings 
it substantially within the rules stated in the American Column 
Company Case, 257 U.S. 377, 42 Sup. Ct. 114, 66 L. Ed. 284, 21 
A.L.R. 1093, and American Linseed Oil Company Case, 262 U.S. 
3/1, 43 Sup. Ct. 607, 67 Le Ed: 1035, the authority of which, as 
they understand, is not questioned in the opinions of the majority 
of the court. 

The separate opinion of Mr. Justice McREyNotps: 

These cases disclose carefully developed plans to cut down normal 
competition in interstate trade and commerce. Long impelled by this 
purpose, appellants have adopted various expedients through which 


they evidently hoped to defeat the policy of the law without subjecting 
themselves to punishment. 





*For dissenting opinion, see below. For commentary, see page 97. 


© Supreme Court of the United States. Argued March 3-5, 1925. Decided June 
I, 1925. 45 Sup. Ct. 586. See page 85, above. 


® Supreme Court of the United States. Reargued March 3, 1925. Decided June 
I, 1925. 45 Sup. Ct. 578. See page 70, above. 
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They are parties to definite and unusual combinations and agree- 
ments, whereby each is obligated to reveal to confederates the intimate 
details of his business and is restricted in his freedom of action. It 
seems to me that ordinary knowledge of human nature and of the im- 
pelling force of greed ought to permit no serious doubt concerning the 
ultimate outcome of the arrangements. We may confidently expect 
the destruction of that kind of competition long relied upon by the 
public for establishment of fair prices, and to preserve which the Anti- 
Trust Act was passed. 

United States v. American Linseed Oil Company, 262 U.S. 371, 43 
Sup. Ct. 607, 67 L. Ed. 1035, states the doctrine which I think should 
be rigorously applied. Pious protestations and smug preambles but 
intensify distrust when men are found busy with schemes to enrich 
themselves through circumventions. And the government ought not 
to be required supinely to await the final destruction of competitive 
conditions before demanding relief through the courts. The statute 
supplies means for prevention. Artful gestures should not hinder their 
application. 

I think the courts below reached right conclusions, and their decrees 
should be affirmed. 


CommeEntaRY: The legal principles stated both in the prevailing 
and in the dissenting opinions are quite familiar to the business man, 
but the cases illustrate the dictum of Mr. Justice Holmes in another 
case to the effect that general propositions do not decide concrete cases.” 
Just what kinds of cooperation among members of trade associations 
are possible without violating the anti-trust laws has in recent years 
been puzzling the business world. These two decisions have, accord- 
ingly, been greeted with enthusiasm by the promoters of trade organi- 
zations. They must not be taken to mean that the methods here 
declared harmless in themselves cannot in combination with other cir- 
cumstances make out a case for the government, but they do go far 
to establish that the advantages of competition to which the public is 
entitled under the law do not include a vested interest in the ignor- 
ance of the competitors of each other’s affairs or of the general 
state of the market. There is suggested, rather than stated, in Mr. 
Justice Stone’s opinions, the fact that some of the types of information 
to the distribution of which the government objected, could be assem- 
bled and had been assembled by the larger concerns before the days 
of trade associations. The book of freight rates is an example. To 
shut off the smaller concerns from access to such information and leave 
it open only to the powerful competitors would hardly be a movement 
away from monopoly and restraint of trade. It is not the gathering 





T Lochner v. New York (1908), 198 U-S. 45, 76. 
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and dissemination of pertinent information that is unlawful—the United 
States Government carries out very similar projects—but, as expressed 
by Mr. Justice Stone in the opinion on the Maple Flooring Manu- 
facturers’ Association case (see page 82) , “restraint upon free com- 
petition begins when improper use is made of that information through 
any concerted action which operates to restrain the freedom of action 
of those who buy and sell.” 

We must not, however, overlook the difficulty of determining whether 
or not an improper use has been made of the information. The opinion 
of Mr. Justice McReynolds reminds us that “pious protestations and 
smug preambles” as well as “artful gestures” should not disarm dis- 
trust when men are busy with circumventions. A careful avoidance of 
the announcement of an agreement may coexist with a conspiracy. But 
the point in this case is that the government has not proved either a 
conspiracy or the inevitable tendency of the acts complained of to 
restrain trade unreasonably. Even if a tendency to stabilize prices 
and production can be predicated on the basis of “ordinary knowledge 
of human nature and of the impelling force of greed” or even demon- 
strated as a result of the gathering and dissemination of the information 
complained of, such stabilization, according to Mr. Justice Stone, can- 
not be called an unreasonable restraint of trade, or in any respect found 
unlawful. 

There can be little doubt that the view here expressed by the Supreme 
Court of the nature and workings of competition, or, to use the phrase 
of the dissenting opinion, “that kind of competition long relied upon 
by the public for establishment of fair prices, and to preserve which 
the Anti-Trust Act was passed,” differs from a view sometimes ex- 
pressed, but more often assumed, that many subtle elements, including 
the doubts and fears of the trader, are just as essential in effective 
competition as the conscious, deliberate comparison of one’s own wares 
with another’s—but in this connection it should be borne in mind that 
even without the aid of trade associations, instrumentalities have been 
developed in modern business to remove as many of the doubts as pos- 
sible. It may be said, at least, that the conditions of actual business 
tend to approach the conception held out by Mr. Justice Stone. 


May, 1926 N.I. 


‘Cotton: CARD\ Conmany’ 


MANUFACTURER—GREETING CARDS 


TrapE AssocraTions—Objection to Independent Advertising by Member. 
A company manufacturing greeting cards and novelties was a member 
of the Greeting Card Association, an organization supported by all the 
important producers of greeting cards in the United States. The asso- 
ciation advertised greeting cards extensively, but in the advertisements 
did not mention the names of its members. In advertising its novelties 
to consumers, the company mentioned the fact that it also sold greeting 
cards. Although the association’s by-laws did not prohibit independent 
advertising by members, many of the members objected to the com- 
pany’s advertisements. The company wished to support the association 
because it had reduced the company’s advertising expense and elimi- 
nated cut-throat competition in the trade. Consequently, rather than 
risk being forced to withdraw from the association, the company 
decided to exclude all mention of greeting cards from its advertisements. 


Apvertisinc—Brand Discrimination Prevented by Consumers’ Buying Mo- 
tives—(Commentary). A company manufacturing greeting cards and 
novelties was a member of an association which advertised greeting 
cards extensively but which did not mention the names of its members 
in its advertisements. Because of objections by other members of the 
association, the company refrained from advertising its greeting cards 
independently. The commentator points out that, aside from its rela- 
tions with other members, the company was not justified in advertising 
its cards to consumers, since the buying motives for cards are such 
that brand discrimination would have been difficult to effect. 


(1922) 


The Greeting Card Association, a national organization to 
which all the important producers of greeting cards in the United 
States belonged, had been formed for the purpose of standardizing 
practices in the trade. Before the formation of the association, 
manufacturers had recognized no definite time for the opening of 
the Christmas card season, and each manufacturer had attempted 
to display his samples a day or so before competitors displayed 
theirs. The association had fixed upon February 1 as the opening 
date, and all members were prepared to show their new samples 
on that date. 

The Greeting Card Association inserted full-page advertise- 
ments each month in women’s magazines and general magazines 





1 Fictitious name. 
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with national circulation. The advertising done by the associa- 
tion was for the purpose of educating the public to a more exten- 
sive use of greeting cards. No mention of the members of the 
association was made in the advertisements. Members con- 
tributed to the association on the basis of their sales of greeting 
cards. One per cent of sales was the assessment for firms with 
annual sales of $25,000 or more. Firms with sales of less than 
$25,000 paid the minimum assessment of $250 a year. The 
member with the largest sales contributed approximately $10,000 
annually. 

Although there was nothing in the by-laws of the association 
to prohibit independent national advertising of greeting cards by 
members, no member prior to 1922 had advertised cards nation- 
ally. In that year, however, the Colton Card Company, one of 
the five largest members of the association, engaged in some 
national advertising of greeting cards. Other members of the 
association objected to this independent advertising, and it was 
necessary for the Colton Card Company to decide whether or not 
to discontinue the advertising. 

In addition to the greeting cards which it manufactured, the 
Colton Card Company sold novelties, such as letter openers, 
lemon forks, and card cases, put up in gift boxes. The company 
did not manufacture the novelties, but it did prepare the gift 
boxes, printing them with appropriate verses. 

The company sold directly to retailers. In 1921, its 30 sales- 
men made sales to approximately 6,500 stationery and gift shops 
throughout the United States. A few retailers mailed their orders 
to the company. The salesmen received a commission of 15% 
on gross sales. The company’s prices allowed retailers a gross 
margin of about 50% on greeting cards and of about 40% on 
gift boxes. The salesmen solicited orders for Christmas cards 
during February, March, and April; the company produced and 
shipped the Christmas cards during the summer, usually receiving 
payment for them in January of the following year. The credit 
terms for gift boxes and for cards other than Christmas cards 
were 2% 10 days, net 30 days, but most of the retailers took 
60 days. The credit losses of the company were less than 1% 
of gross sales. The company’s competitors, most of whom spe- 
cialized in greeting cards, also sold to retail stationers and gift 
shops through traveling salesmen. 


COLTON CARD COMPANY IOI 


Sales of the Colton Card Company in 1920 and 1921 had been: 





: 1920 IQ2I 
Gift Shox salessiae syerceters ss ciate eienals avers araneters $455,000 $ 456,000 
Greeting card: salesin.v einer. 450,000 600,000 

LOtal Sales tocvart chan rarresersieyeteners efevensiors $905,000 $1,056,000 


The company’s contributions to the Greeting Card Association in 
those years, consequently, were $4,500 in 1920, and $6,000 in 
1921. The company had been a member of the association since 
1918. 

In June, 1922, the Colton Card Company engaged an adver- 
tising agency to plan an advertising campaign for its gift boxes, 
sales of which had grown less rapidly than had sales of cards. 
The company had appropriated $20,000 to be used for advertis- 
ing during October and November, 1922. Acting upon the advice 
of the advertising agency, the company contracted for full-page 
advertisements in the October 15 issue of Vogue; in the October 
25 issues of the Review of Reviews, the World’s Work, Scribner’s, 
Harper’s, and the Atlantic Monthly; and in the November 20 
issues of Modern Priscilla and Good Housekeeping; the company 
also contracted for a column in the November 1 issue of the 
Ladies’ Home Journal. The advertisements were to feature the 
gift boxes, but were to mention incidentally that the company 
also sold greeting cards. Coupons were to be included in the 
advertisements, and the company planned to mail booklets show- 
ing Christmas cards and gift boxes to persons who sent in the 
coupons. The company also contracted for a three-inch adver- 
tisement of a special 50-cent box of Christmas cards in the Ladies’ 
Home Journal of November 1. It was the company’s plan to 
advertise greeting cards more extensively in 1923. 

At a convention of the members of the Greeting Card Associa- 
tion held in the third week of October, 1922, the Colton Card 
Company was criticized for advertising greeting cards. Several 
of the association members, including the largest one, accused the 
company of attempting to gain unfair advantage over competitors 
by inserting advertisements of greeting cards in the publications 
used by the Greeting Card Association. An executive of the 
Colton Card Company stated that there was nothing in the by- 
laws of the association to prohibit independent advertising of 
greeting cards by members. Several of the members, including 
the president of the association, replied that there was an implied 
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agreement that members would not advertise greeting cards inde- 
pendently. 

In the fall of 1922, for the purpose of stimulating discussion 
of the question, the Colton Card Company wrote to one of the 
leading advertising trade papers asking its opinion as to whether 
a contributor to an association for cooperative advertising should 
advertise independently. In answer to the letter, the paper 
printed an article which stated that associational advertising 
campaigns rarely were sufficient to give an industry all the pub- 
licity required, and that some cooperative advertising campaigns 
failed because they were not supported by the individual adver- 
tisements of the members. The advertising paper held that the 
more advertising an industry received, both cooperatively and 
individually, the more business there would be for all members 
of the industry. The article stated that some cooperative asso- 
ciations made every effort to induce contributing members to 
publish advertisements over their own names, and cited instances 
of individual advertising by members of the paint and varnish 
associations, the association of davenport bed makers, the vacuum 
cleaner association, and the association of coffee manufacturers. 

Because of the possibility that it would be forced to withdraw 
from the Greeting Card Association if it continued to advertise 
greeting cards independently, the Colton Card Company decided 
to eliminate from its advertisements all references to cards. The 
company believed that it should support the association, inasmuch 
as the association’s advertising had decreased the company’s 
advertising expenditures, and since it was possible that the com- 


EXHIBIT 1 


SALES AND ADVERTISING EXPENDITURES OF THE CoLTon Carp 
COMPANY, 1922-1924 










1922 1923 1924 
ee ee ee 





Grit boxisalesye eer cenn eee $ 430,000 $ 532,000 $ 465,000 
Greeting card sales................, 800,000 900,000 1,200,000 
Totalisalestee stant cecm te $1,230,000 $1,432,000 $1,665,000 
Company’s own advertising. ....... 20,000 20,263 6,127 
Contributions to Greeting Card As- 
sociation advertising............. 8,000 9,000 12,000 


Dealeruhelps rarceee ny teaeee eee 11,086 29,093 42,753 
See ee ee ee a 
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pany’s withdrawal would weaken the association and lead to a 
renewal of cut-throat competition. 

The sales of the Colton Card Company and the amounts which 
it devoted to advertising and to dealer helps during 1922, 1923, 
and 1924, are given in Exhibit 1. 

In 1924, the Colton Card Company’s largest competitor stated 
that it intended to advertise greeting cards during the fall of that 
year. Despite the fact that the Colton Card Company raised 
no objection, the competing company changed its plans and did 
no greeting card advertising. The other members of the Greeting 
Card Association still were averse to independent advertising by 
members. 


CoMMENTARY: Entirely aside from the question of relations with 
other members of the Greeting Card Association, whether the Colton 
Card Company should have advertised its greeting cards to consumers 
in general magazines can be determined largely by an analysis of the 
product which was sold and of the buying habits of consumers. It is the 
belief of the writer that brand discrimination for the greeting cards 
of this company was a difficult, if not an impossible, thing to effect, 
and that accordingly advertising to the consumer was not justified. 

Greeting cards represent an extreme example of merchandise pur- 
chased on the basis of personal selection. The purchaser is motivated 
entirely by his desire to select an appropriate gift or remembrance card. 
His buying habit is to look over a selection of cards and to take those 
which in design, verse, and general appearance most nearly meet his 
desires. There are no qualities outside of these, all of which he can 
judge at the time of purchase, which would motivate him in the selec- 
tion of cards. Brand as a means of indicating qualities would mean 
little or nothing, because the purchaser is in a position to determine the 
qualities from inspection. In addition, it would be a difficult thing to 
put the brand mark on the cards attractively. 

Since the buying habits and buying motives of consumers were such 
that brand discrimination would have been very difficult to effect, it is 
concluded that the Colton Card Company was not justified in a con- 
sumer advertising campaign. 

General advertising to consumers by the Greeting Card Association 
upon the use of greeting cards, with appeals to primary motives, was 
an entirely different matter. Whereas individual companies could not 
hope successfully to make an appeal to selective buying motives in order 
to induce purchase of particular brands, the association, by appealing 
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to primary motives, could hope to influence people to make use of greet- 
ing cards and thus increase the demand for cards. 

The efforts of individual companies such as the Colton Card Company 
should have been directed first to developing the most attractive cards 
possible, and next to establishing in the trade the reputation of having 
a selection of cards which would appeal to consumers. 


July, 1926 N. H. B. 


RECKFORD CoMPANY v. SELBY ComPANYy! 


Purcuasinc—Refusal to Accept Goods Because of Inferior Quality. Because 
part of certain rubber sold as a “specific lot” was not equal to sample 
in quality, a fact which was admitted by the seller, the buyer rejected 
tender of the entire lot. The question whether the seller could, under 
the rules of the Rubber Trade Association of New York, force the buyer 
either to accept the lot with an allowance or to accept such portion of 
the lot as was of proper quality, was submitted to arbitration. The ar- 
bitrators held that General Rule 2 of the association, giving a seller the 
privilege of making good a defect in goods, provided it did not exceed 
a stated standard, was superseded by General Rule 7, providing that 
when rejection of a “specific lot” was made and was either accepted by 
the seller or sustained by the quality panel, the contract was to be con- 
sidered as void. In view of the seller’s admission that the rubber deliv- 
ered was inferior to the quality called for in the contract, the arbitrators 
awarded that the rejection by the buyer was sustained and that the con- 
tract was to be considered as void. 


(1924) 
NATURE OF THE DISPUTE 


There is raised here the issue of whether the seller of a “spe- 
cific lot” of rubber, part of which is not up to sample in quality, 
can, under the rules of the Rubber Trade Association of New 
York, force the buyer either to accept the lot with an allowance 
or to accept such portion of the lot as is of proper quality. 


PosITIONS OF THE PARTIES 


The Reckford Company, Claimant, sold to the Selby Company, 
Respondent, 75 cases of rubber on sample as a “specific lot.” 
When the rubber was tendered, it was found on examination to 
include a small percentage of cases containing “damp or wet 
mold” which was not shown in the original sample. This defect 
in quality was admitted by the Reckford Company, the seller. 
Because of this defect in the quality of a portion of the lot, the 
Selby Company, the buyer, rejected the tender of the entire lot. 

The Reckford Company contends that the grade of rubber 
sold comes under Rule 2 of the rules of the Rubber Trade Asso- 
ciation of New York (see Rule 2 appended to this case); and 


1 Fictitious names. This case is part of a series made available through the 
cooperation of the American Arbitration Society. Docket No. 851 (1924). 
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since the rubber in question is not of standard grade, that it can- 
not be rejected by the Selby Company unless it is 2 cents per 
pound inferior to the grade called for on the contract—rather 
an allowance must be accepted. 

The Reckford Company feels that the lot as a whole is not 
2 cents a pound inferior to the grade called for and that there- 
fore the entire lot cannot be rejected but must be taken at an 
allowance. The Reckford Company has therefore agreed to 
sort the entire lot and leave out of the delivery any rubber con- 
taining damp or wet mold. 

The Selby Company, the buyer, contends that Rule 7 takes 
precedence over Rule 2 as applied to the facts of this case. Rule 
7 provides that when the contract definitely stipulates that the 
rubber is sold on a “specific lot” and rejection is made and is 
either accepted by the seller or sustained by the quality panel, 
the contract is to be considered as void. 

The Selby Company argues that there is in question here a 
“specific lot” of rubber; when the same is rejected by the buyer 
because of the inferiority of the rubber (no matter how small), 
and when this rejection is sustained by the quality panel or ad- 
mitted by the seller, the contract is to be considered as void. 

The buyer feels that in sales of rubber on “specific lot” it 
would be inequitable to let the seller reassort a parcel containing 
inferior rubber and retender without the buyer’s consent, because 
he would then be making a tender of a wholly different lot. 

A representative of the Selby Company testified at the hearing 
that in a similar contract he requested the broker to insert the 
phrase “rejection constitutes delivery” and that he was informed 
that this was not necessary under the new rules; that if a “specific 
lot” was rejected, the buyer would not have to take it with an 
allowance. 

At the end of the hearing it was admitted by both parties that 
the issues in dispute were, first, whether the buyer was justified 
in rejecting, and second, if the buyer was justified in rejecting, 
whether the seller had the right to sort the rubber, remove the 
objectionable rubber, and make a new tender. 


AWARD OF THE ARBITRATORS 


The Arbitrators find that the parcel involved was sold “on sample 
as a specific lot—in case of rejection no replacement.” 
The claim of the Seller that General Rule 2 governs if the rubber 
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is less than 2 cents per pound inferior is not sustained by the Arbi- 
trators. On the contrary, the Arbitrators are convinced that General 
Rule 2 is superseded by General Rule 7. 

Neither do the Arbitrators affirm the claim of the Seller to the right 
to sort the parcel and deliver to the Buyer that portion thereof which 
is conceded to be equal to the quality called for in contract, replacing 
the underdelivery with contract quality. 

The Arbitrators’ construction of General Rule 7 is that the Buyer 
must accept the parcel first tendered in its entirety or reject it. The 
Arbitrators find no provision therein giving the Seller or the Buyer the 
right to insist upon acceptance at an allowance, nor any stipulation 
permitting the Seller to make, or granting the Buyer the right to de- 
mand, delivery of the Rubber of proper quality contained in the parcel 
after it has been sorted at the expense of the Seller. Certainly, if both 
General Rule 2 and General Rule 7 were applicable, proper reference 
would have been made to this fact in the latter rule rather than indi- 
cating therein that a tender under a specific lot contract is in the same 
category, so far as quality is concerned, as a tender of standard quality, 
that is, it must be accepted or rejected without any question of al- 
lowance. ; 

The Arbitrators, therefore, award, in view of the admission of the 
Seller that the parcel is inferior to the quality called for in the con- 
tract, that the rejection of the Buyer is sustained and further that the 
contract is to be considered as void. 

Arbitration fee and stenographic costs for the account of the Reck- 
ford Company. 


RULES OF THE RUBBER TRADE ASSOCIATION OF NEW York, INC. 


RULE 2 
OTHER THAN STANDARD QUALITY CONTRACTS 


Where a parcel of rubber is sold with a description of quality other 
than specified in Rule 1, and upon delivery is found inferior, then the 
buyer must accept same with an allowance, provided such allowance 
is not more than one-half (44) cent per pound on No. 1, 2, 3, and 4 
Blanket Crepe and “Clean Brown,” and two (2) cents per pound on 
other grades. On “Clean Brown,” however, it is to be understood that 
the buyer shall have the right to reject if the rubber is not free from 
all foreign matter such as specks, bark, or cotton. 

Should the parcel, or any portion tendered, be rejected, the quantity 
rejected shall not constitute a delivery on the contract. 

If a rejection is received during the last three days of the delivery 
month, the seller shall have three business days to make a new tender. 
Should the seller elect to make this new tender in the subsequent 
month, but within the three-day period required, this tender shall be 
final. If, however, a tender made during the delivery period specified 
in the contract is rejected after expiration of that time, the seller shall 
have three business days to make final replacement. 
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In the absence of a proper tender within the time hereinbefore stated, 
General Rule 11 shall apply. 


RULE 6 
DELIVERY WEIGHTS 


General Rule 37 shall apply except on “Specific Lots” and the fol- 
lowing: 

On rubber, where the size of the packages, such as casks, does not 
permit of accurate delivery of the weight contracted for, the contract 
shall be considered completed if the excess of deficiency does not ex- 
ceed 212% of the contract weight. Should the excess or deficiency ex- 
ceed 272% the entire excess or deficiency shall be liquidated at the 
price prevailing on the day of delivery. 


RULE 7 
SPECIFIC LOTS 


When the contract definitely stipulates that the rubber is sold as a 
specific lot and the rubber is found to be inferior, the buyer shall either 
accept or reject the whole parcel and neither the seller nor the buyer can 
demand acceptance of the whole or part of the rubber at an allowance. 
If the rejection is accepted by the seller or sustained by the Quality 
Panel, the contract is to be considered as void. 

Any underdelivery or overdelivery under a contract of this nature 
shall be settled in accordance with Rule 6. 


RULE 11 
DEFAULT 


Whenever a seller fails to tender within contract time he shall be 
considered in default at the price prevailing at 5 p.m. (Saturday 12 
o’clock noon) on the last day tender was due (in accordance with 
General Rule 1 or 2, whichever applies). It shall be the duty of the 
buyer to invoice back the rubber to the seller within two business days, 
at the above price, plus liquidated damages of 2%, but not less than 
one-half cent per pound, seller to be credited with the value of the 
rubber at the contract price. The net difference shall be due and pay- 
able immediately. The Clearing Department prices of record shall 
govern. If the quality sold is an off-grade and the price is not recorded 
by the Clearing Department, arbitrators shall be appointed to settle the 
price. In such latter instances, however, the buyer must forward 
notice of default within two business days as is required above. 

If default is not admitted by seller, but is confirmed by arbitration, 
the highest Clearing Department price of record in the interim be- 
tween the date of actual default and the date final decision is rendered 
shall govern. 

The Arbitrators or the Arbitration Committee shall have the right 
in all cases to designate such liquidated damages above one-half cent 
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per pound, and not in excess of 10% of the prevailing price, as in 
their opinion may be warranted, provided, however, that the failure 
of the buyer to submit invoice or default notice within two business 
days, as stated in the first paragraph hereof, may, within the discre- 
tion of the arbitrators or the Arbitration Committee, cancel such buy- 
er’s right to a claim for liquidated damages, but shall not affect the 
default equity. If for any reason other than failure to tender within 
time buyer contends seller is in default the same procedure must be 
followed. 

If no action is taken by either party as hereinbefore required and 
arbitration is not called for by either the buyer or seller within 30 
days after the expiration of last possible tender day, the contract shall 
be considered as void. Failure of the buyer or seller to invoice for 
underdelivery or overdelivery within the 30-day limit stated shall also 
preclude the right of either party to invoice for default difference and/ 
or liquidated damages. 


DEFAULT ON SHIPMENT OR C.1.F. CONTRACTS 

Whenever the seller shall admit that he has failed to fulfill the terms 
of his contract, the buyer shall close by invoicing back the rubber to 
the seller at once at the Clearing Department price of record on the 
date default occurs. To the aforesaid price a liquidated damage of 
not less than 2% shall be assessed against the seller, the difference to 
be due in cash. If seller and buyer fail to agree on the amount of the 
liquidated damage, the same shall be fixed by arbitration. 

Should default not be admitted by seller, but is so awarded by arbi- 
tration, the rubber shall be invoiced back to the seller at the Clearing 
Department price of record on the date default is established, plus a 
liquidated damage of not less than 5%. 

In the event the quality called for be one the price of which is not 
recorded by the Clearing Department, then the price, together with 
the liquidated damage, shall be fixed by arbitration. 


CoMMENTARY: The arbitrators in this case were called upon to 
answer a question of interpretation of the rules of the Rubber Trade 
Association. Two rules were on the face of them inconsistent with 
each other: one giving a seller the privilege of making good a defect 
in the goods, provided it did not exceed a certain standard; the other 
giving the buyer the right to reject the defective goods im toto “where 
goods are sold in specific lots.” In other words, of the remedies for 
breach of warranty given to a buyer in the absence of a specific con- 
tract to the contrary (compare Sales Act, Section 69), one was taken 
away by the rule of the association, and the option to reject or demand 
recoupment on the part of the seller was displaced by a duty to accept 
subject to recoupment. The other rule, dealing with “specific lots,” 
seemed to make the alternative merely to accept or reject the goods. 
The arbitrators took the view that the specific lots were not intended 
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to be subject to the rule which permitted the seller to make good. 

There is a peculiar difference, however, between the argument pre- 
sented by the winning side and the reasoning of the arbitrators. The 
former argues on the basis of the realities of the business that a reas- 
sorted lot or one made good in any other way is not the same thing 
as the “specific lot” bargained for. This point may or may not be 
important in particular trades. The arbitrators, on the other hand, 
took a rather legalistic view of the wording of the rules: “Certainly, if 
both General Rule 2 and General Rule 7 were applicable, proper ref- 
erence would have been made to this fact in the latter rule . ah 
It must be borne in mind that these rules are generally not drawn with 
sufficient care to stand the strain of such interpretation and that the 
giving of particular options or remedies to a disappointed buyer does 
not as a matter of legal logic compel the exclusion of other remedies 
or limitations upon remedies such as those enumerated in the Sales Act, 
Sections 66-70. 


November, 1927 Ne 


TRUXTON CoMPANY v. SCARVER CoMPANY! 


PurcHasinc—Payments—Deduction for Seller's Alleged Overcharge. A 
company which had placed a rush order for 10,000 envelopes with a 
stationery company learned, before making payment, that envelopes of 
the type ordered were generally $3 per thousand cheaper than the agreed 
price. The buyer therefore deducted $30 from the bill when making 
payment. When the matter was submitted to arbitration, the seller 
explained that the price was higher than usual because the envelopes 
ordered were of an odd size, necessitating overtime work. The arbitra- 
tors awarded that the buyer must remit the $30. 


(1926) 
NATURE OF THE DISPUTE 


The Truxton Company claims $30 which it alleges was unjustly 
deducted from its bill when the same was paid by the Scarver 
Company. The Scarver Company alleges that the bill of the 
Truxton Company was excessive by the amount of $30 and, there- 
fore, it was justified in deducting this amount. 


STATEMENT OF FACTS 


On September 21, 1926, a representative of the Truxton Com- 
pany, which dealt in stationery of various kinds, called upon the 
Scarver Company and quoted a price on envelopes of the button 
and string type. Mr. Ross, of the Scarver Company, gave an 
order for 10,000 of these envelopes to be delivered as soon as 
possible. Part of this order was delivered the following day. 
After the order was completed and delivered, however, Mr. Ross, 
of the Scarver Company, telephoned the Truxton Company and 
said that his company had made a mistake—that his customer 
wanted gummed and flap envelopes rather than the button and 
string type. At this time, Mr. Ross, of the Scarver Company, 
inquired the price of the gummed and flap envelopes and was 
informed that it would be the same as for the button and string 
type, whereupon an order was given for 10,000 of the gummed 
and flap type. 

After the Truxton Company presented its bill to the Scarver 





1 Fictitious names. This case is part of a series made available to the School 
through the cooperation of the American Arbitration Society. Docket No. 


754 (1926). 
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Company, the Scarver Company secured estimates from other 
envelope companies and Mr. Ross stated to the Arbitration Board 
that from these quotations he found that the gummed flap en- 
velopes were generally $3 per thousand cheaper than the button 
and string type and that, therefore, he deducted $30 ($3 per 
thousand on 10,000) from the bill of the Truxton Company when 
making his remittance. 

Mr. James, of the Truxton Company, stated that a price was 
submitted to the Scarver Company and that an order followed. 
He explained that the price was higher than usual in view of the 
fact that it was a rush order and that since the envelopes were 
of an odd size it necessitated overtime work on the part of the 
factory. 

AWARD OF THE ARBITRATORS 


The Scarver Company must pay $30 in addition to its former 
remittance to the Truxton Company. 


ComMENTARY—A: As a strict matter of law there cannot, of course, 
be any doubt of the correctness of the arbitrators’ decision in this 
case. The price was submitted, on the basis of which an order fol- 
lowed and was accepted: the contract stands. In law, it is immaterial 
whether the price agreed upon was above or below the regular market 
price or whether it compared in the ordinary way to other prices 
quoted by the same company.? Yet it is interesting to see that the 
claimant did not take his stand on the ground of law, but undertook to 
justify charging a higher price than the usual one by the fact “that it 
was a rush order and that since the envelopes were of an odd size... 
overtime work on the part of the factory” was necessitated. The issue, 
in other words, was felé to be not merely a question of law but, rather, 
of law tempered with business ethics and trade customs or general mar- 
ket standards. What was felt to be the subject of arbitration was not 
a question of what contract had been made but, rather, one of what 
the contract should have been. It is, however, not quite clear from 
this submission or from the award that this feeling was quite articu- 
lately given effect. 


November, 1927 Nae 


CoMMENTARY—B: Neither company in this dispute should have 
looked upon the carrying out of the award as the final phase of the 
incident. Though the amount claimed was small, the facts so far as 





? Williston on Contracts, Sec. 115; cf. 6 Cornell Law Quarterly 383 ff. on the 
absence of a doctrine of laesio enormis in Anglo-American law. 
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given in the case indicate that revisions were needed in the buying and 
selling practices of both companies. 

When the Scarver Company, the buyer, had satisfied itself that it 
had a reasonable claim for reduction in the amount of the Truxton 
Company’s bill as rendered, it had the opportunity of submitting a 
request for a reduction, either before paying the bill, or at the time 
of paying it. Had the Scarver Company thus requested an adjustment, 
giving in full its reasons for the request, that action would have given 
the Truxton Company a fair basis for explaining its price, and the way 
would have been clear for amicable settlement. By paying the bill in 
full and then asking for a rebate, the Scarver Company would have 
shown confidence in the seller which the latter should have been eager 
to justify. 

Instead of following either of those courses, however, the Scarver 
Company made an unjustifiable decision: to remit a less amount than 
the one agreed upon and stated in the bill. One objection to such a 
practice is that it is almost certain to irritate the seller and make him 
antagonistic to fair discussion. A stronger objection, from the view- 
point of business policy, is that confusion and ill will must follow any 
general adoption of the practice of making unauthorized deductions. 
A company cannot well pursue this method in making its own pay- 
ments, and yet refuse to allow its customers the same privilege. Such 
refusal, nevertheless, is essential if stability of operations and equal 
treatment of all customers are to be assured. Discrimination between 
customers, for instance, results from failure to enforce strictly the terms 
of cash discount offers. ‘Those customers who pay promptly in order 
to obtain the discounts, or else pay in full after the expiration of the 
discount period, are penalized for their own good faith if the seller 
permits other customers to abuse the terms of the offer. It should be 
noted, furthermore, that the Scarver Company implied that agreed 
prices are subject to revision on the basis of subsequently acquired 
market information. Such an implication, if accepted, would mean 
that the seller could raise his price after delivery of the goods. Chaos 
would follow application of such a rule. The Scarver Company, there- 
fore, by its act in this situation not only attempted arbitrarily to alter 
its contract, but also adopted a practice which it should not have per- 
mitted its own customers or its suppliers to follow. 

Though the Scarver Company’s decision was an undesirable one, 
that company would have had substantial grounds for requesting a re- 
duction in price. When the Truxton Company accepted the first order, 
it did not state, apparently, that the size of envelope was unusual. 





3 See, for example, the case of the Superior Milk Company, 1 H.B.R. 431; com- 
mentary, 2 H.B.R. 531. 
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When the Scarver Company asked for a different lot in place of the 
first, the difference was not in size, but in type of flap. Since the 
Truxton Company at that point failed to point out that the new lot 
was, at least for the Truxton Company, an odd size, the Scarver Com- 
pany was justified in expecting that the Truxton Company could fill 
the second order as readily as the first, so far as the type of product 
was concerned. So far as the Scarver Company was concerned, there- 
fore, there was no reason for expecting that the Truxton Company’s 
price for the second lot would be higher than the usual market price. 
When investigation showed that the price agreed upon actually was 
“higher than usual,” the Scarver Company properly could have asked 
for a reduction or explanation of the price, while leaving the final de- 
cision entirely in the control of the Truxton Company. 

At that time, the Truxton Company could have explained the rea- 
sons for its higher price. The Truxton Company, however, should 
not have waited for the Scarver Company to discover the price differ- 
ential, but should have called attention, at the time of the second order, 
to the fact that the price would be higher than that prevalent in the 
local market. The Truxton Company was under no obligation to 
supply the second lot, because the need for it arose from an admitted 
mistake on the part of the Scarver Company. But if the Truxton 
Company intended to charge a higher price, thereby seeming to follow 
a varying-price policy, it should not have attempted to take advantage 
of the buyer’s supposed ignorance of the market price, but should have 
given the Scarver Company opportunity to decide whether the special 
circumstances made purchasing from the Truxton Company desirable 
despite the price difference. These special circumstances were: the 
mistake in ordering by the Scarver Company and the resultant need 
for overtime work by the Truxton Company. This overtime, presum- 
ably, was caused by the fact that the second lot of envelopes were of 
an odd size. The Scarver Company, however, was not informed of 
any of those facts, and naturally might have thought that it had been 
discriminated against. 

Prompt delivery of special orders may be a potent way of holding 
patronage, but not if prices are raised without notice. The Truxton 
Company, then, would have served its own long-run interests better 
by notifying the Scarver Company, before acceptance of the second 
order, of two facts: first, that the Truxton Company’s price would have 
to be higher than the market because of the special nature of the order; 
and second, that more prompt delivery might have been made by other 
suppliers to whom the size was not “odd” and who, therefore, might 
have stocks on hand. 

As to whether or not the Truxton Company was following a desir- 
able price policy in quoting the higher price, the facts are not con- 
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clusive, but there were special reasons—the odd size ordered, as well 
as the Scarver Company’s mistake in ordering, with the consequent 
“rush” work to be done—to be urged in defense of the “higher” price. 
Clearly, however, the Truxton Company failed to give the Scarver Com- 
pany information to which the latter was entitled at the time of the 
second order. 

Thus the dispute brought to light weaknesses in the procedures of 
both companies. Correction of those practices would avoid similar con- 
troversies in the future. In regard to the immediate issue, the Scarver 
Company owed the Truxton Company $30, and the award of the arbi- 
trators was correct. The Truxton Company’s position was clear on 
this point; the revisions needed in its procedure were matters of in- 
ternal policy and subject only to the company’s own will. With the 
Scarver Company, the matter was quite different: that company had 
attempted in an improper way to impose its will upon another firm, 
without permission and contrary to specific agreement. 


November, 1927 CalaG: 


DIcKERMAN, INCORPORATED! 
TANNER—UPPER LEATHER 


MERCHANDISING—Representation as to Quality of Goods. In 1921, as a 
result of customers’ cancellations, a leather tanning company had in 
stock or in process 50,000 square feet of light brown upper leather. 
Since the leather could not be disposed of at the time without an ex- 
cessive loss, it was held in stock. In 1923, a shoe manufacturer, after 
seeing a sample of this leather, requested the company to tan 2,000 
square feet of it. Although the sales manager of the tanning company 
realized that, because of natural deterioration, the product in stock was 
less strong than recently tanned leather, he decided to convey the im- 
pression that the leather was being produced currently and to ship it 
from the warehouse gradually in order to carry out the illusion. The 
sales manager reasoned that after the manufacturer had sold the shoes 
made from the leather, he would not care under what conditions the 
leather had been produced. 

(1923) 

Dickerman, Incorporated, engaged in the tanning of high-grade 
and medium-grade upper leather in many colors. Prior to 1921 
the company had utilized foreign markets to dispose of that 
portion of its output which could not be sold in the United States 
at a satisfactory price; from 10% to 25% of its production had 
been so marketed. The company’s experience had been that for- 
eign demand frequently increased at a time when domestic de- 
mand was low. For this reason, the tannery produced several 
shades of upper leather for which there was no demand in the 
United States. 

In February, 1921, conditions abroad became so unsettled that 
many of the customers of Dickerman, Incorporated, canceled 
their orders. At that time the company had in stock or in process 
50,000 square feet of light brown upper leather which cost 80 
cents per square foot to produce and which could not be disposed 
of readily in the United States. Since leather prices had dropped 
greatly, the lot was marked down to 25 cents per square foot, 
5 cents below the market price for similar leather in other shades. 
This lot could have been sold for 18 cents per square foot, but 
since its sale at this price involved an excessive loss, and since 
Dickerman, Incorporated, did not require further cash at this 
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time, the sales manager decided to hold the leather until a more 
satisfactory offer was obtained. The leather was held on the 
shelves of the tannery for two years without a customer. 

In 1923 a shoe manufacturer who had been unable to secure a 
small quantity of leather of a special color was shown a sample 
of this light brown leather. He requested Dickerman, Incorpo- 
rated, to tan 2,000 square feet of it, and offered 35 cents per 
square foot for this quantity if the company agreed not to sell 
any leather of the same shade to other shoe manufacturers in the 
United States. He stated that it was necessary to have distinc- 
tive models in order to make sales in the fall of 1923. 

The sales manager hesitated to profess that the leather was to 
be manufactured to order. He knew that because of natural de- 
terioration the product in stock was not quite so strong as leather 
tanned for only a short time. He was confident, however, that the 
leather in stock was suitable for the purpose of the shoe manu- 
facturer. He might convey the impression to his customer that, 
since export demand was weak, he could sell quantities of this 
leather from time to time as it was produced for stock against 
foreign orders. This would satisfy the shoe manufacturer as to 
the novelty of the leather. The sales manager reasoned, further- 
more, that after the manufacturer had sold the shoes made from 
the leather, he was not likely to care under what conditions the 
leather had been produced. 

Hence, in spite of the fact that he was not stating his position 
openly, the sales manager decided to convey the impression that 
the product was produced currently and to ship the leather from 
the warehouse gradually in order to carry out the illusion. 


ComMENTARY: None of this leather was less than two years old, a 
condition which admittedly meant a deteriorated product. ‘The sales 
manager evidently reasoned that the buyer could not detect this de- 
terioration and that he would not hire an expert who could. Certainly 
misrepresentations of this sort were incompatible with long-time busi- 
ness policy; and to jeopardize the reputation of a firm, for a few 
hundred dollars and with such a high degree of risk of detection, was 
inexpedient. The sales manager’s reasoning “that after the manu- 
facturer had sold the shoes made from the leather, he was not likely 
to care under what conditions the leather had been produced,” was 
nothing short of presumptuous. 

The question arises: What would have been the buyer’s reaction if 
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he had been told the truth? Unfortunately there is a possibility that 
he would have either demanded less than the market price or refused 
to buy at all. This is a real difficulty. It has been frequently sug- 
gested that the buying public can be as unfair as the vendor and is 
equally in need of ethical counsel. This observation does not, how- 
ever, excuse sharp selling practices, but it does mitigate to some extent 
the condemnation they deserve. 

Giving the manufacturer an exclusive right to purchase this leather 
justifies a suspicion as to the wisdom or the good faith of the sales 
manager. His refusal to make such an agreement would have freed him 
from any implied obligation to disclose the amount of leather remaining 
on the shelves. 

This stock of leather, which cost $40,000 to make, had a minimum 
sales value of $9,000. Sound business methods would have called for 
writing off an inventory loss of approximately $30,000 during the two- 
year period it lay on the shelves. The failure to do this created a 
“bogey” in the sales manager’s mind as to the real loss immediately 
faced. When the opportunity arose to sell 4% of this stock, he resorted 
to misrepresentation and risked the sale of the remaining 96% for a 
maximum gain of $300. His agreement to sell exclusively to the manu- 
facturer would in all likelihood shortly cause his company to face the 
dilemma of committing a further violation of good faith or of having 
the bulk of its goods remain permanently on the shelves. 


October, 1927 Cake 


WESTNELL Company! 
MANUFACTURER—ELECTRICAL APPARATUS 


Cottections—Prosecution to Recover Hidden Assets. Though the claim of 
an electrical apparatus manufacturer against a bankrupt customer 
amounted to only about $20, the manufacturer decided to contribute 
$200 toward a fund being raised by creditors to prosecute a search for 
hidden assets of the bankrupt. The action of the creditors was expected 
to constitute a warning to other dealers in electrical apparatus that dis- 
honest ones would be prosecuted. 


(1924) 


The Westnell Company manufactured electrical apparatus, 
which it sold chiefly through wholesalers. One of its customers, 
the Kawin Company,! in 1924 went into bankruptcy as a result 
of mismanagement. The claim of the Westnell Company against 
the Kawin Company amounted to about $20; other creditors had 
claims varying from $50 to $1,500. 

When the receiver appointed by the court took charge of the 
Kawin Company’s property, only an empty showcase was found 
in the store. A few days before, a stock of merchandise worth 
$5,000 had been on hand. Several of the creditors, therefore, 
determined to try to locate the hidden assets in the hope of recov- 
ering a part of their losses. The Westnell Company had to decide 
whether or not to join this group of creditors by contributing to 
a fund to prosecute the case. 

As the Westnell Company was highly rated in its community, 
its action would set a precedent for other creditors to follow. 
The committee therefore requested it to contribute $200 toward 
the fund, although its claim amounted to only $20. There was 
no possibility of recovering the money contributed. In bankrupt 
cases, usually not over 20% of the amount of the claims was 
realized. 

It was evident that the Kawin Company’s assets had been 
carried off and that a few of the creditors had received prefer- 
ential payment. It would take a long time to recover the prop- 
erty and to settle the affairs of the bankrupt company. Cross- 
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examination of the manager in court might bring out facts that 
would ruin his business prospects. The creditors believed, how- 
ever, that his dishonesty should be exposed to the public before 
he attempted his unscrupulous practices on a larger scale. The 
preceding year had been a profitable one for the electrical supply 
business, and there was the possibility that other dishonest men 
might enter the business with the intention of making large 
profits while the boom lasted and of evading the payment of their 
bills by declaring their organizations bankrupt. In 1920, when 
the electrical supply business was expanding rapidly, similar sit- 
uations had occurred and many dishonest debtors had escaped 
unpunished. Prosecution of the Kawin Company would indicate 
to people contemplating such practices that the electrical supply 
manufacturers had determined to punish dishonest merchants 
and that the opportunities for making profits fraudulently were 
small. The example also would tend to stimulate other merchants 
who were poor credit risks by making them realize that they 
would be held responsible for their debts. 

In spite of the small amount to be recovered, the Westnell 
Company decided to contribute $200 toward the prosecution fund. 


CoMMENTARY:! Bankruptcy proceedings have from the beginning 
presented two aspects, that of punishing the dishonest debtor and that 
of relieving the honest but unfortunate debtor. The former was the 
more prominent in the bankruptcy laws of the sixteenth and seventeenth 
centuries. It has gradually come to play an insignificant réle in current 
bankruptcy statutes. That it is still important from the point of view 
of the business man, however, is illustrated in the procedure of the case 
before us. Where dishonesty is shown, the law not only provides that 
the bankrupt shall receive no “discharge” but it goes further and undoes 
within certain defined limits his preferential and fraudulent acts. Fur- 
thermore, it leaves him open to prosecution criminally for the improper 
acts themselves and subjects him under penalty of court to a most 
thoroughgoing examination by the creditors. The publicity attaching 
to these hearings is by no means an insignificant part of the punishment 
meted out to the dishonest debtor. 

The bankruptcy statute has been found so important and useful a 
device in modern business that, contrary to all precedents, the last 
Federal statute has been kept alive on the books for a whole gener- 
ation and has thus made bankruptcy a permanent part of our legal 
system rather than an occasional legislative device for readjustment. 
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The advantage of the system to business, however, is accompanied by 
dangers of misuse, such as that intimated here, and credit men keenly 
appreciate the extreme importance of fighting such abuse if the bank- 
ruptcy system is to be preserved. 


July, 1927 Not 


Payson ManurFacturinc Company! 
MANUFACTURER 


CoLLectTIoNs—Settlement of Creditors’ Claims. The stockholders of a 
company which was heavily in debt had elected as president a represen- 
tative of the creditors, but upon learning, after a year, that assets were 
being wasted, they insisted on the appointment of receivers. The en- 
suing year showed an operating profit and a reduction of debt. The stock- 
holders then proposed a plan of reorganization under which creditors 
should be paid in full without interest, 50% in cash and 50% in 6% 
1o-year bonds. The stockholders were prepared to contest the creditors’ 
claims on the grounds of mismanagement and thus to compel payment of 
spot cash for the company’s assets if the creditors forced a receivers’ 
sale with the intention of bidding in the property for the face value of 
their notes. To avoid publicity of the stockholders’ charges of misman- 
agement and the necessity not only of investing additional money but 
also possibly of paying damages to the stockholders, the creditors de- 
cided to accept the proposal. 


(1923) 


In 1921 the Payson Manufacturing Company had been man- 
aged by a representative of a creditors’ committee and in 1922 by 
two receivers. Whereas, under the former, operating losses and 
balance sheet losses had been sustained, a slight profit was shown 
for 1922. The preferred stockholders then proposed a reorgani- 
zation, which provided that the creditors accept the face value 
of their claims, without interest. Since the company was making 
a profit, even after account was taken of accrued interest on the 
debt, the creditors’ committee was unwilling to accept any com- 
promise. The creditors were informed, however, that, if they 
attempted to force a receivers’ sale and to bid in the property, 
the stockholders would contest the validity of the outstanding 
notes on the grounds of mismanagement. The creditors thus 
would be obliged to pay for the company’s assets at a sale with 
cash, instead of with the notes they already held, since, when 
claims against a company were substituted for cash under such 
circumstances, the claims had to be uncontested. The creditors 
were uncertain, therefore, whether to request a sale of the assets. 

The Payson Manufacturing Company was capitalized at $1,- 
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000,000. Of this total, $300,000 was in 8% cumulative preferred 
stock, which the company issued in 1918 in order to finance the 
construction of a new plant and to maintain inventories sufficient 
to fill the increasing volume of orders which it had been receiving 
since 1914. In addition to the money obtained from the preferred 
stock issue, the company had borrowed extensively from six 
banks; total borrowings aggregated over $1,600,000 on December 
Zi at O20. 

Declines in market prices and decreased sales during the latter 
half of 1920 resulted in an operating deficit of $100,000 for the 
year. When the banks were informed of this condition, they 
insisted that dividends be passed on both preferred and common 
stock. The banks also formed a creditors’ committee, which 
threatened the company with a receivership unless the directors 
elected as president of the company a representative of the cred- 
itors and permitted him to continue in office until the company’s 
debts were liquidated. As the stockholders wished to avoid a 
receivership, they assented to these terms. 

The new president embarked at once upon a radical policy of 
liquidation. In order to dispose of the inventory of merchandise, 
which amounted to over $800,000, selling commissions to brokers 
were doubled, salaries of salesmen were increased, and, in addi- 
tion, a task and bonus payment system for salesmen was inaug- 
urated. Under it, payment was made for dealer assistance and 
advertising, as well as for sales. Executives’ salaries were in- 
creased, the advertising appropriation was doubled, and a cost 
system was installed at an expense of about $10,000 a year. The 
private brand business of the company, which had amounted to 
about 40% of the total sales, was restricted by a regulation 
requiring wholesalers to purchase quantities four times as large 
as the average wholesaler usually bought. These policies were 
introduced at a time when consumer demand for the product of 
the Payson Manufacturing Company was declining rapidly be- 
cause manufacturers better known to consumers were able to fill 
all the orders offered them. The inventory was liquidated by 
the end of 1921, but at a loss of $400,000. 

During 1921, several plans for reorganizatior. were proposed 
by the preferred stockholders and by the creditors, but no plan 
was agreed upon. In December, when the stockholders realized 
that the company’s assets were being wasted, they refused to 
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permit the creditors’ representative to continue as president of 
the company and forced the creditors’ committee to ask for a 
receiver. In January, 1922, two receivers were appointed; one 
was a representative of the creditors who was more acceptable to 
the stockholders than the former president had been, and the 
other was a representative of the preferred stockholders. The 
representative of the stockholders dominated the management 
with his ability and personality. He undertook immediately to 
abolish the causes of the losses which had been incurred under 
the management of the creditors’ committee. He reduced salaries 
of executives and employees, discharged unnecessary salesmen, 
reduced the advertising appropriation, and endeavored to regain 
private brand customers. Sales in 1922 were about 30% less 
than in 1921, but the company showed an operating profit of 
$10,000 and, by further liquidation of assets, the receivers had 
been able to reduce the debts of the company to $240,000. 

In January, 1923, one of the preferred stockholders proposed 
a plan of reorganization, which provided that funds be secured 
from the stockholders sufficient to provide working capital and 
that the creditors be paid their obligations in full without interest: 
50% in cash already in the hands of the receivers, and 50% in 
6% 10-year bonds secured by a mortgage on the plant and equip- 
ment. The creditors protested against this plan and asserted 
their intention of forcing a receivers’ sale at which they could 
bid in the property for the face value of their notes. The stock- 
holders, however, announced that if this action were taken and 
a sale held, they would demand that the creditors provide a proof 
of their claims and, furthermore, that they would contest the 
proof on the grounds of mismanagement by the creditors. They 
asserted that, since the creditors’ representative who had managed 
the company in 1921 had been elected by the directors, he was 
responsible primarily to the stockholders, and that, if his acts 
were detrimental to the interests of the stockholders, either by 
design or by lack of ability, the stockholders were entitled to 
press their claims against those for whom he acted as agent. If 
such a contest were made, the case might remain in the courts 
for several years and, in the meantime, the creditors would be 
required to provide cash in order to purchase the assets of the 
company. 

The creditors decided, therefore, to accept payment of their 
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claims at face value, without interest, rather than to run the risk 
of publicity being given to the stockholders’ charges and of the 
creditors’ being forced not only to invest additional money for 
a time, but also possibly to pay damages which might be awarded 
the stockholders by the court. 


CoMMENTARY: This case illustrates how under an umbrella receiver- 
ship various types of creditors bargain with each other. In this process 
they use more or less openly not only their various advantages of 
business position but also the availability of legal devices in the hands 
of one or the other of the groups. Among these legal devices, of course, 
are those which have been brought into existence legitimately to give 
priority under the law to one type or the other of creditors. There are 
also more or less accidental advantages or possible dangers due to the 
type of process provided by law. The law’s delays are always a factor 
tending to work to the bargaining advantage of one side or the other. 
The ethical aspect of relying upon such an element must not be over- 
looked. Indeed, the law tends to take increasing cognizance of what 
might be called the abuse of rights. In this case, however, there was 
apparently enough of a substantive claim on the part of the stock- 
holders to render the threat of protracted litigation at least legal, and 
possibly ethical, too. For, when the management of a business is 
handed’ over to a committee of creditors, such a committee occupies a 
fiduciary relation not only to the creditors who have chosen them, but 
also to all other parties in interest, including stockholders. Such 
fiduciaries have a very high degree of answerability for their steward- 
ship to persons placed as were the stockholders in this case. 


April, 1927 N. I. 


FLoripA East Coast Rattway ComMpANY AND ATLANTIC AND 
East Coast TERMINAL Company?! 


RAILROAD VALUATION—Deduction for Depreciation. In arriving at a tenta- 
tive valuation of a railroad for rate-making purposes, the Interstate 
Commerce Commission based value upon the cost of reproduction new 
less depreciation. Over the railroad’s protest that no legal or economic 
justification existed for deducting theoretical depreciation in the absence 
of an accumulation of deferred maintenance, the commission, in deter- 
mining final value, refused to reverse its position, though evidence was 
submitted tending to show that the properties were fully maintained on 
valuation date and that no other expenditures economically could have 
been made.? 


RattroaD VALUATION—Including Cost of Theoretical Reacquisition. The 
Interstate Commerce Commission, in arriving at a valuation of a rail- 
road for rate-making purposes, determined the present value of the 
lands owned and used by the carrier by ascertaining the number of 
acres owned or used for common-carrier purposes and multiplying this 
acreage by fair average market values determined from the present 
market values of similar lands in the vicinity. The carrier’s contention 
that in the determination of final value there should be added to the 
present value of lands the amount which would have to be expended in 
a theoretical reacquisition of them was denied.2 


RAILROAD VALUATION—Jnclusion of Going-Concern Value. A railroad, pro- 
testing that on valuation date it had the use and enjoyment of property 
not owned by it, possessed valuable contracts, and had an assembled 
plant earning money, contended that for these reasons the properties 
had in addition to their bare structural value a going-concern value— 
used synonymously with cost of development—which should be included 
and allowed for in determining final value for rate-making purposes. The 
Interstate Commerce Commission rejected the contention, stating that 
it was unable either to include development cost in the valuation or to 
ascertain a separate amount to be allowed for going value.? 


RAILROAD VALUATION—Basis for Estimating Cost of Reproduction. Because 
construction of a railroad extension through the Florida Keys was with- 
out precedent in railroad history, because this extension had been built 
during the years immediately preceding the date of valuation, and be- 
cause Interstate Commerce Commission engineers found no evidence of 
extravagance or wastefulness, the commission considered the original 
cost of construction the most reliable basis for estimating cost of repro- 
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duction, in fixing the value of that part of the railroad for rate-making 
purposes.* 


RAILROAD VALUATION—Basis for Estimating Working Capital. In arriving 
at a tentative valuation of a railroad for rate-making purposes, the 
Interstate Commerce Commission fixed working capital at an amount 
composed of a certain sum in cash and a sum reflecting the value of 
materials and supplies on hand on valuation date. This amount was 
35% of the railroad’s operating expenses for the year ended on valua- 
tion date and 40% of the average operating expenses for the 5 years 
preceding that date. In fixing the final value of the railroad, the com- 
mission reduced the working capital to an amount equal to 17.5% of 
the operating expense for the year ended on the valuation date; the 
difference between this amount and that tentatively fixed was considered, 
for purposes of valuation, as non-carrier property.® 


RAILROAD VALUATION—Determination of Grading Quantities. In valuing a 
railroad for rate-making purposes, grading quantities were obtained by 
the Interstate Commerce Commission from the measurement of the 
volume of the roadbed as it existed on the date of valuation; this vol- 
ume included not only materials moved during original construction but 
those taken away from the cuts by action of the elements. In fixing a 
unit price for the material in the fills, the fact that an excess over 
present measured volume would have to be handled to provide for 
shrinkage and settlement due to lapse of time, the action of the ele- 
ments, or other causes, was given consideration. These methods were 
equivalent to making allowances for appreciation in cost of reproduc- 
tion new; no depreciation of any character was assessed against the 
grading in the roadbed.® 


By THE COMMISSION: 


A tentative valuation of the properties of the Florida East Coast 
Railway Company and Atlantic and East Coast Terminal Company 
was completed and notice thereof given to the carriers concerned and 
other interested parties on August I1, 1921. Protests were filed 
within the statutory period by the Florida East Coast Railway Com- 
pany, the Atlantic and East Coast Terminal Company, and the Atlantic 
Coast Line Railroad Company. A hearing has been had on the issues 
presented by the protests and briefs have been filed... . 

The carrier in its protest as originally filed alleged that the sum of 
$47,046,143, composed of $46,931,947, which we found to be the 
value of the property wholly owned and used by it, and $714,196, the 
value of the property used but not owned by it, leased from the Ter- 
minal Company, the Atlantic Coast Line, and private parties, is in- 
adequate and insufficient to the extent that it is less than $55,545,524. 
At the hearing the carrier amended its protest to claim a value of 
$60,000,000. This sum is composed of the amounts reported by us 
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for cost of reproduction new of common-carrier property other than 
land wholly owned and used, and used but not owned, the amount of 
working capital, including materials and supplies on hand on valua- 
tion date, and the amount which we ascertained to be the present 
value of the lands owned and used and used but not owned, aggre- 
gating in all $50,141,822, plus $2,882,044 for the present cost of 
acquisition of lands owned and used, and used but not owned, in 
excess of their present value, and $6,970,598 for cost of development. 
The value of the Terminal Company’s property is claimed to be 
$1,878,646, instead of $1,200,000 as reported by us. This value is 
determined by adding to our reported cost of reproduction new and 
present value of lands the amount of $548,158 which we found to be 
the present cost of condemnation and damages or purchase of lands 
owned but not used devoted to common-carrier purposes. 

It thus appears that the values for which the carriers contend are 
built up by adding together the cost of reproduction new, without 
deduction for depreciation, the excess cost of acquisition of carrier 
lands, materials and supplies, and cash on hand, and, in the case of 
the carrier, an amount approximating $7,000,000 for cost of develop- 
ment, or, as it is also termed by the carrier, going-concern value. 

The carriers contend that in so far as our final values reported are 
based upon the cost of reproduction less depreciation, they are in- 
sufficient because no legal or economic justification exists for deducting 
theoretical depreciation in the absence of an accumulation of deferred 
maintenance. They submitted evidence tending to show that the 
properties were fully maintained on valuation date and that no further 
expenditures could economically have been made. Since the decision 
of the Supreme Court in Knoxville v. Water Co.,-212> U.S) 1ecourts 
and commissions have accepted, as a settled practice in valuation pro- 
ceedings, the deduction from reproduction new of. the depreciation 
accrued in that which theoretically is being reproduced. The Con- 
gress in its mandate has required the commission to report cost of re- 
production new and also reproduction less depreciation. There is, 
therefore, both legislative and judicial authority for this finding. . . 

The present value of the lands owned and used by the carrier as 
found in our tentative valuation is $4,406,448, and of the lands owned 
by the Terminal Company, $1 1034,258. We also found that to acquire 
these lands on valuation date the carrier would have been required 
to expend $2,607,264, and the Terminal Company $548,158, in excess 
of the present value of the land. The carrier and the Terminal Com- 
pany contend that in our determination of final values we should add 
to the present values of their lands the amounts which they would 
necessarily expend in a theoretical reacquisition of them. 

We have determined the present values of these lands by ascertain- 
ing the number of acres owned or used for common-carrier purposes 
and multiplying this acreage by fair average market values deter- 
mined from the present market values of similar lands in the vicinity. 
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Exhibit 1: Map of the Florida East Coast Railway. 
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. . . The application of this method is supported by the decision of 
the Supreme Court of the United States in The Minnesota Rate Cases, 
230 U.S. 352, in which the court said: 

The company would certainly have no ground of complaint if 
it were allowed a value for these lands equal to the fair average 
market value of similar lands in the vicinity, without additions by 
the use of multipliers, or otherwise, to cover hypothetical outlays. 


This ruling of the Supreme Court is full authority for disregarding 
present cost of acquisition of carrier lands in arriving at the value of 
the property of a carrier. 

At the time our tentative report was prepared and served, Section 
19a of the Interstate Commerce Act required us to report separately 
as to lands the original and present cost of condemnation and damages 
or of purchase in excess of original cost or present value. By amend- 
ment approved June 7, 1922, this requirement was stricken from the 
act and we are now required to ascertain and report only the original 
cost and present value. 

The carrier protests that on valuation date it had the use and 
enjoyment of property not owned by it, possessed valuable contracts, 
and had an assembled plant not only capable of earning money but 
actually earning money, and contends that for these and other reasons 
the properties had in addition to their bare structural value a going- 
concern value which should be included and allowed for in the deter- 
mination of final value. The term going-concern value is used by 
the carrier synonymously with cost of development. The contention 
of the carrier is that the tentative valuation only reproduces the prop- 
erty to the point where the physical plant is ready to begin operations 
and makes no allowance for the cost of vitalizing it; of finding men to 
compose the personnel of the organization; of finding and bringing to 
it the traffic which it is capable of transporting; and of developing it 
into the active, successful, and efficient plant that existed on valuation 
date. No figures are in existence which would indicate the amount 
of money expended by the carrier to bring about this condition of 
efficient and successful operation, but a method is suggested by which, 
it is claimed, this expense may be calculated. 

‘In order to ascertain the length of time for a new carrier to develop 
its business, a comparison was made of the actual experience of 
eleven new roads during a series of years following their construction, 
as contrasted with the experience of eleven comparable old roads 
during the same years. The annual operating revenues per mile were 
computed and averaged and the averages were plotted on a chart. 
The chart, it is claimed, shows that at the expiration of seven years 
the revenues per mile of the new roads increased annually in about the 
same proportion as the revenues of the old roads, whereas until that 
time had elapsed they increased much more rapidly, especially during 
the first two or three years. The period during which the new roads 
were building up their business to approximate that which they enjoyed 
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after conditions had become stabilized was therefore determined to be 
seven years, although an examination of the exhibit filed by the 
carrier indicates that it might as readily be concluded that four or 
five years constituted this so-called development period. 

Assuming that the period was seven years, it was found that the 
revenues per mile of the first year’s operations averaged 41.13% of 
the revenues per mile in the seventh year, that in the second year 
the proportion was 57.38%, in the third year 70%, and so on. Having 
ascertained the development period it became necessary to find the 
difference between the aggregate of the annual net railway operating 
income of the carrier reproduced new on valuation date for the period 
of its development, and the corresponding income during the same 
period which the carrier would have earned in the condition in which 
it existed on valuation date. During the seven years preceding June 
30, 1916, the date of valuation, the mileage operated by the Florida 
East Coast varied. To produce uniformity throughout this period, 
revenues and expenses per mile operated in each of the several years 
were obtained from the records and were multiplied by the number of 
miles in operation on June 30, 1916. From these figures adjusted 
operating revenues, expenses, and ratios were obtained. Deductions 
for taxes, hire of equipment, and joint-facility rents left remaining the 
net railway operating income for each of the seven years adjusted on 
the basis of the completed road. On the assumption, as heretofore 
explained, that only 41% of the normal revenues would be earned the 
first year, 57% the second year, and so on, the percentage for each 
year was applied to the adjusted operating revenues to ascertain the 
estimated revenue for the property reproduced new as of valuation 
date. Operating expenses were estimated by applying an operating 
ratio to the resultant revenues, bearing the same relation to the actual 
operating ratios of the carrier, adjusted to the mileage on valuation 
date, as the average of the actual operating ratios of the new lines 
used in the study bore to the ratios of the old lines in each of the 
seven years. The net railway operating income of the reproduced 
property was then calculated for each year and the difference between 
that amount and the adjusted income of the carrier was considered to 
be the development cost. Interest at 67% was computed on the differ- 
ences and compounded annually. The difference between the income 
of the railroad as estimated for each of the seven years on the basis 
of the mileage in operation on valuation date and the income estimated 
on the percentages of the seventh year’s revenues under operating 
ratios obtained in the manner described aggregated from 1910 to 1915, 
inclusive, $5,298,816. Adding interest at 6% compounded annually, 
aggregating $1,671,782, produced the sum of $6,970,598, which the 
carrier claims as its cost of development. 

We have already had occasion to pass upon claims similar in 
principle to the above. Texas Midland Railroad, . . . Atlanta, Bir- 
mingham & Atlantic R. R. Co., 75 1.C.C., 645, and San Pedro, Los 
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Angeles & Salt Lake R. R. Co., 75 1.C.C., 463. In the latter case 
we said: 
The carrier introduced a large amount of testimony and an 
exhibit in an attempt to show that the cost of developing the 
property and the business of the carrier to the point of time when, 
at about valuation date, it became a profit-earning carrier, 
amounted to approximately $14,000,000. The carrier’s theory 
was that the cost of development of its business and property 
was reflected by the sum of deficits sustained from operations for 
the years during which it operated prior to and including June 30, 
1914, the deficits being determined by ascertaining the amount 
by which the carrier’s annual railway operating income failed 
to equal 6% of the average investment of the carrier in property 
devoted to the public service. In considering the effect of deficits 
from operations upon the carrier’s property value in the Texas 
Midland Case, we said, page 71: 

““....However, the owners of the Texas Midland have not re- 
ceived a fair return on their investment in this property. The 
operation of the road, as shown in Exhibit C and other data in 
Appendix 2 hereto, has resulted in frequent deficits. These deficits 
are not elements of value, but they are pertinent facts to be given 
consideration in a proper proceeding.” 

We are unable to sustain the carrier’s contention that the 
method employed is the correct one for determining cost of devel- 
oping its property and its business, and we are also unable to sub- 
scribe to the view that, even if the method were acceptable, the re- 
sults derived from its use would justify the inclusion in the value 
of the carrier’s property of the amount claimed as the cost of de- 
velopment, or as going-concern value. This method was dis- 
approved, and the contention that cost of development should be 
included in the value of the public utility’s property for rate- 
making purposes was rejected, by the Supreme Court in its recent 
decision in the case of Galveston Electric Company v. Galveston, 
258 U.S. 388.... 


We deem it unnecessary to discuss the carrier’s claim in this respect 
further. Not only are we unable to include development cost in the 
valuation but we are also unable to ascertain a Separate amount to be 
allowed for going value. 

The extension from Homestead to Key West was constructed to 
enable the carrier to reach a point which combined the advantages of 
a good harbor and favorable location with respect to Gulf of Mexico, 
Central American, South American, and West Indian traffic. F reight 
is transferred between Key West and Havana in freight cars placed 
on ocean-going steamers, enabling a large volume of through traffic to 
be handled between the mainland of continental North America and 
Cuba without the expense, inconvenience, and risk of loading and un- 
loading at seaports. The extension is thus a vital link in a system 
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furnishing the entire country with rail connection with Cuba, a service 
not performed by any other road. 

The extension is over 128 miles long, the first 14 miles south of 
Homestead crossing swamps to the point where it leaves the mainland, 
the remaining 114 miles following the arc of the Florida Keys to Key 
West. The keys, a low-lying chain of islands flanked by coral reefs, 
are generally long and narrow in shape with intervening channels and 
inlets which are crossed at great expense. Bridges span the channels 
and shallow water from key to key so that more than 13% of the 
length is over bridges constructed at a cost, as reflected in the esti- 
mates of reproduction new, of approximately $75,000 a mile, or a 
total of $9,573,806. The average grading per mile is 72,500 cubic 
yards, practically all of which is embankment; the total reproduction 
new of grading is $9,593,387. 

The construction of a property of this character is without prece- 
dent in railroad history. For that reason and because it was built 
during the years immediately preceding date of valuation and our 
engineers found no evidence of extravagance or wastefulness, the 
original cost of construction was considered the most reliable basis 
for estimating cost of reproduction and was very largely followed. 

The original cost, including land and excluding certain amounts 
for unapplied construction, materials, and supplies, and a credit for 
revenues and expenses during construction detailed elsewhere in this 
report, was $27,127,205, or about $212,000 a mile. While un- 
doubtedly high, this cost and the wisdom of the venture stand un- 
challenged upon the record, notwithstanding the full opportunity 
afforded to the public and any interested parties to protest any pos- 
sible inequity resulting from its consideration, undiminished in amount, 
as one of the elements upon which final value for rate-making purposes 
would be predicated. The extension was put in operation to Key West 
in January, 1912. For the five years ending June 30, 1911, the net 
income of the carrier was $285,167.25. For the next five years it was 
$1,304,074.25, Or an increase of $1,018,907. The influence of the 
operation of the extension in producing this increase does not clearly 
appear, but at least it failed to cause a shrinkage in net revenues. 
The ability of the carrier by reason of the existence of the extension 
to handle rail movements from Jacksonville to Key West affords it a 
large amount of through traffic providing a haul over the entire main 
line of the system. As noted elsewhere in this report, the carrier 
earned a net railway operating income in the year ended on date of 
valuation equal to a return in excess of 5.75% upon the value herein 
found. 

The amount assigned as working capital and included in the final 
single sum value stated in the tentative valuation is $1,431,947, com- 
posed of $838,372 cash and $593,575 value of materials and supplies 
on hand on valuation date. This sum is 3 5% of the carrier’s operat- 
ing expenses for the year ended on valuation date and 407% of the 
average operating expenses for the five years preceding that date, and 


134 HARVARD BUSINESS REPORTS 


is, in our opinion, substantially in excess of the carrier’s normal re- 
quirements. Our experience with the actual operating needs of individ- 
ual carriers has thus far indicated that as a rule the requisite amount 
of working capital for carrier purposes is substantially less than 20% 
of annual operating expenses, and in some cases is as low as OU eseir. 

Taking into account the foregoing considerations and, in addition, 
the extent of the carrier’s property, the average cash balance and 
value of materials and supplies over a period of years preceding 
valuation date, the fact that construction was in progress during the 
larger part of this period and materials and supplies were used in 
connection with both construction and operation, and the average 
operating revenues and expenses during the same period, we are of 
opinion that the sum of $700,000, which is equal to 17.5% of the 
operating expense for the year ended on valuation date, would suffice 
to meet all ordinary requirements for working capital. This sum will 
be substituted for that stated in the tentative valuation, and the final 
value will be modified accordingly. The excess of $731,947 of the cash 
and materials and supplies on hand on valuation date over the amount 
here found necessary for working capital is considered for purposes of 
this valuation as noncarrier property. 

The gravamen of the carrier’s protest is that we have failed to give 
consideration to values other than those of physical property, and 
have therefore understated the true value. On the contrary, we have 
appraised the plant as it was on valuation date, organized, assembled, 
and in successful operation, and have endeavored to give due weight 
to all values of an intangible nature which inhere in its property, 
even though we have been unable to assign definite money values to 
them. 

We have reiterated in Atlanta, Birmingham & Atlantic R. R. Co. and 
San Pedro, Los Angeles & Salt Lake R. R. Co., that we are not, and 
cannot be, bound to a mere formula in finding and fixing a value for 
rate-making purposes, but that such a determination is reached by 
the exercise of a reasonable judgment having its basis in a consideration 
of the relevant facts. Where the duty of finding and fixing value 
reposes in a number of individuals, they may reach conclusions in 
which all are agreed, although each may give different weights to the 
various factors, and although they reach their individual conclusions 
by materially different processes. It is, therefore, not at all times 
possible for a commission to analyze its individual and composite 
processes of determination of value. It is, however, possible in this 
case to summarize, without undue elaboration, factors given consid- 
eration in determining the final value. Attention may properly be 
called to the fact that often there is not available as complete a record 
as is before us in this instance. Such matching up of figures as has 
been made in this summary results in coincidences in this case which 
in another might be divergencies without impairing the substantial 
soundness of the valuation made in either case. 

The carrier’s books record an investment of $48,207,858.63 in car- 
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rier property. When there are excluded charges that, under our ac- 
counting classification, go to other accounts, the investment as restated 
in detail in Appendix 2 stands at $45,185,902 as of date of valuation. 
Deducting $1,709,160, the recorded cost of carrier lands, we have 
$43,476,742 as the investment in property other than land. The 
reproduction-new cost of the same property is $43,515,318. This 
reproduction study, therefore, provides so close a check on the invest- 
ment statement as to give assurance of approximate accuracy. The 
known original cost of certain segments of the property also closely 
coincides with investment and with reproduction-new cost. The allied 
Terminal Company, the final value of which is found and fixed herein, 
affords a similar comparison. The investment in and original cost of 
this property are both placed at $603,502.87, of which $340,012.35 
represents the original cost of land, leaving $263,490.52 for the re- 
maining property. The reproduction-new study check produces a cost 
of $298,230 for the property other than land. 

In this case . . . . original cost of the entire property of the carrier 
could not be ascertained, but the original cost of an important seg- 
ment of the property, the Key West extension, is in the record. . . . 
$27,984,675. This includes $1,275,620 for certain expenses connected 
with land, $98,315 for unapplied construction, materials, and supplies, 
and a credit of $56,202 for revenues and expenses during construction, 
items not taken into account in the engineering report on reproduction. 
Elimination of these items brings the cost of the Key West extension 
to $26,666,942, which may be compared with the cost of reproduction 
new of $26,666,940. This latter figure is the cost of reproduction 
new of the Key West extension included in the original cost figures 
stated above, but does not include an item of $614,782 for the cost 
of reproduction new of floating equipment, not set out in the detail 
of original cost of the Key West extension. 

Turning to equipment, including floating equipment, we find another 
illustration of the close check of original cost by our cost of reproduc- 
tion new. The cost of the carrier’s equipment is stated in the records 
to be $5,039,854. Of this amount all but $82,312 has been verified 
by examination of the accounts. We find that to reproduce the same 
equipment new on valuation date would cost $4,999,222. 

The Key West extension, together with the equipment owned by the 
carrier, accounts for $33,024,529 original cost in the $45,185,902 of 
investment and for $31,666,162 of the $43,515,318 cost of reproduction 
new. As we have already pointed out, the amount of the investment 
in the entire common-carrier property, less that pertaining to carrier 
land, closely approximates the cost of reproduction new. While we 
are unable to find original cost of each item of property of the carrier, 
other than land, $43,500,000 may be said to approximate closely the 
original cost of creating and improving the property as a whole. The 
records reveal that the original cost of carrier lands was $1,709,160, 
raising the total of physical properties and lands to $45,209,160. 
There is included in this total $60,914 of donations made in the con- 
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struction of industrial switches, but no value for donated lands. It 
is possible that some part of the $497,124 expenses attaching to all 
donated lands should be added to cost of carrier lands. 

In our reproduction studies we have applied unit prices based on 
a 5-year and, for some items, 10-year span, ended June 30, 1914. The 
methods employed in making these studies . . . . are intended to 
afford an index of the cost of producing the property during the short 
period of years prior to June 30, 1914. All necessary overhead charges 
are included. The grading quantities have been obtained from the 
measurement of the volume of the roadbed as it existed on date of 
valuation, which included not only materials moved during original 
construction but those taken away from the cuts by the action of the 
elements. This is equivalent to making an allowance for appreciation 
in the cost of reproduction new. In fixing a unit price for the material 
in the fills the fact that an excess over the present measured volume 
would have to be handled to provide for shrinkage and settlement due 
to lapse of time, the action of the elements, or other causes, was given 
consideration, thus further allowing in the cost of reproduction new 
another element of appreciation. No depreciation of any character 
was assessed against the grading in the roadbed. This treatment of 
the subject involves a minimum of speculation and allows carriers that 
appreciation to which a definite cost can be assigned. 

Thus far in this summary we have not referred to the cost of re- 
production less depreciation arrived at in the same synthetic way as 
the cost of reproduction new and resulting in a total on valuation date 
for property other than land of $38,569,822. The value of the lands 
on that date, determined in conformity with the method described in 
the Texas Midland Case . . . . was $4,406,448. This amount, added 
to the depreciated value of other property, produces the sum of 
$42,976,270. 

Valuation is not a mere mathematical restatement of original costs, 
investment, and estimated reproduction new or less depreciation of 
physical property other than land, with present land values added 
thereto. Our tentative valuation of the carrier took into consideration 
the fact that it was on valuation date a vitalized, organized, going 
railroad. The railroad property, separated from working capital then 
on hand, was given a value of $45,500,000. This was the value found 
for a railroad with organized forces and attached business, an estab- 
lished agency of public service whose existence seems fully justified 
and the record of whose organization and construction is impressive 
in the matter of risk assumed and services rendered. The railroad 
provides rail transportation facilities to the east coast of Florida and 
has been the principal factor in the development of that part of the 
country. To it is to be attributed in a large measure the increases 
o: values which have there occurred. It extends beyond the mainland 
of Florida and carries the national rail system to Key West and, by 
ferries and terminals, makes possible the transportation of freight 
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not only between Key West and all parts of the United States, but 
in unbroken carloads, between Cuba and the United States. 

The carrier not only serves an important part in supplying the 
transportation needs of the country, but its financial record indicates 
a well-conceived and established business. From 1909 to 1916, in- 
clusive, its operations were conducted at a profit. No dividends were 
paid, and the surplus from operations was credited to profit and loss. 
During the year ended June 30, 1916, the net railway operating in- 
come, including therein the debits and credits from equipment and 
joint-facilities rents, amounted to $2,778,322, or sufficient to pay a 
return of 5.75% on a capital of $48,319,000. Its unmatured funded 
debt amounted to $37,300,000, which, with $10,000,0co par value of 
capital stock outstanding on June 30, 1916, produced a total of 
$47,300,000. Its net railway operating income, averaged over the 
five-, four-, three-, and two-year periods preceding valuation date, pro- 
duced sums sufficient to pay a return of 5.75% on amounts varying 
from $27,001,000 for the five-year period to $39,720,000 for the two- 
year period. The substantial higher earning capacity during the year 
ended June 30, 1916, has already been noted. 

The market value of bonds and stock cannot, in this instance, be 
resorted to as affording enlightenment on the value of the property. 
On date of valuation all except 9 shares, par value $900, of the 100,000 
shares, par value $10,000,000, of the capital stock outstanding were 
owned by the estate of Henry M. Flagler and Mrs. Mary Lilly Flagler, 
the 9 shares being held in the names of the directors. A majority of 
the bonds also were held by the Flagler estate. The road was then 
emerging from a period of construction and extensions. It had been 
financed as well as constructed almost entirely by Henry M. Flagler, 
and is stamped with some aspects of a personal venture. 

The law requires that we report the original cost of all lands, rights 
of way, and terminals ascertained as of time of dedication to public 
use, and the present value of the same... . . In the investment and 
original cost statements hereinbefore analyzed no amount is included 
to cover value of donated lands and only $60,914.64 representing 
donations. These were made on account of construction of industrial 
tracks. The land aids were extensive, however, including 611,447.65 
acres of land grants. The carrier and its predecessors disposed of 
604,512.90 acres of these lands for $701,750.54. In addition to these, 
the carrier received 222,271.76 acres designated as donations, and of 
these lands sold 216,593.03 acres for $494,736.80. There were attach- 
ing to both classes of donated lands $497,023.97 of expenditures. Other 
minor parcels of land are listed in Appendix 2 for which the con- 
siderations were nominal or which represent streets occupied by the 
carrier. The carrier also, free of consideration, received 333% shares 
of the capital stock of the Jacksonville Terminal Company. The value 
on date of valuation of all donated lands then owned by the carrier 
is $2,289,199.93, of which $2,1609,576.52 represents value of carrier 
lands and $119,663.41 value of noncarrier lands. 
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No concessions or allowances appear to have been made by the 
carrier on account of its having acquired lands through land grants. 

We find no values or elements of value other than those mentioned 
above. 

Upon consideration of such matters as we have here summarized, as 
well as in more detailed disposal of the various specific protests to the 
tentative valuation, we reach the conclusion and find that the value 
for rate-making purposes of the property of the carrier owned and 
used for purposes of a common carrier, including $700,000 for working 
capital, is $46,200,000, and of the property used but not owned, 
$764,196, and that the value for rate-making purposes of the property 
of the Terminal Company is $1,300,000. 

The act also requires us to value investment in stocks and bonds of 
other companies, and notes of such companies or individuals. . : 
Such noncarrier assets do not affect the value for rate-making pur- 
POSES Meee eae 

An order will be entered in accordance with our findings. 


Hat, Chairman, concurring: 

In reaching with the majority the conclusions expressed in this report 
as to value for rate-making purposes on valuation date it is appropriate 
to say that the treatment of other values or elements of value seems 
to me inadequate and of “working capital—materials and supplies” 
erroneous. 


AITCHISON, Commissioner, concurring generally: 

I dissent from the designation as noncarrier property of the greater 
portion of the cash and materials and supplies on hand as not war- 
ranted by the record. 

EasTMAN, Commissioner, dissenting: 

In my separate statement, in the San Pedro Case, 75 oh. CC rags 
523-567, I expressed the view that so-called value for rate-making 
purposes should be based on the amount invested honestly and with a 
reasonable degree of providence in the existing property. To deter- 
mine this amount it is necessary to know, as nearly as may be, what 
the property should have cost. The analysis of this subject in the 
majority report is incomplete, but it is possible to arrive at an ap- 
proximation. Upon this point the conclusion of the majority with 
respect to the Florida East Coast is as follows: 


While we are unable to find original cost of each item of prop- 
erty of the carrier, other than land, $43,500,000 may be said to 
approximate closely the original cost of creating and improving 
the property as a whole. The records reveal that the original 
cost of carrier lands was $1,709,160, raising the total of physical 
properties and lands to $45,209,160. 

In the case of the allied Terminal Company, the corresponding 
finding is: 

The investment in and original cost of this property are both 
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placed at $603,502.87, of which $340,012.35 represents the original 
cost of land, leaving $263,490.52 for the remaining property. 


I am willing to accept these approximations as reasonably close. 
Adding $700,000 for cash working capital and materials and supplies, 
the total becomes $45,909,160, in the case of the Florida East Coast, 
as compared with $46,200,000 fixed by the majority as the value for 
rate-making purposes, and, in the case of the Terminal Company, 
$603,503 as compared with $1,300,000. It is the existing property 
which is being valued, however, and the majority estimate the losses 
through depreciation as $4,945,496 for the Florida East Coast and 
$30,723 for the Terminal Company. Deducting from the totals above 
given but one-half of these sums, for the reasons indicated in my 
opinion in the San Pedro Case, I arrive at $42,936,412, in the case of 
the Florida East Coast, and $588,142 in the case of the Terminal Com- 
pany, as liberal approximations of the reasonable investment remain- 
ing in the property as of June 30, 1916. In my opinion, the respective 
rate bases as of that date should not exceed these figures. 

Some question has been raised, not I think as to the honesty, but 
rather as to the prudence of the investment in the Key West extension 
of the Florida East Coast. As indicated in my separate expression in 
the Atlanta, Birmingham & Atlantic Case, 75 1.C.C., 645, 676, we 
should be slow to take action which will deprive investors of an 
opportunity to earn a return upon money which has been honestly 
expended in the construction of a railroad. Every investment may be 
assumed to have been made in the exercise of reasonable judgment, 
unless the contrary is shown. So far as I am aware, neither the 
people of Florida nor the constituted authorities of that state have 
questioned the character of the investment in the Key West extension, 
which furnishes the only rail link between this country and Cuba; 
and if that investment was so wasteful and extravagant that the chance 
of earning a return upon the entire amount should be denied, the 
present record furnishes no basis for such a finding. 

I am inclined to believe that the thought that there should be, per- 
haps, such a denial is born of the provisions of Section 15a of the 
Interstate Commerce Act. Under that section any value for rate- 
making purposes that we fix for the Key West extension becomes a 
part of the aggregate value of carrier property upon which freight and 
passenger rates within southern territory generally must be based. 
If traffic upon the extension is insufficient to produce the stipulated 
return, then, under this rule of rate making, an amount equal to that 
return must be derived from other traffic within the territory, even 
if such amount in no way accrues to the benefit of the Florida East 
Coast. But the provisions of Section 15@ are wholly statutory and 
may be repealed or modified at any time. Quoting from Dayton- 
Goose Creek Ry. Co. v. United States, decided by the United States 
Supreme Court on January 7, 1924: 


The carrier owning and operating a railroad, however strong 
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financially, however economical in its facilities or favorably 
situated as to traffic, is not entitled as of constitutional right to 
more than a fair net operating income upon the value of its prop- 
perties which are being devoted to transportation. 


The stronger carriers are not entitled as of constitutional right to 
excess income which will offset the shortages of weaker roads, in 
order that all the carriers, strong and weak, in a given territory may 
earn an aggregate net operating income equal to a fair return upon the 
aggregate value of their railway properties. Constitutionally there is 
nothing which stands in the way of public regulation which would re- 
duce the rates of each prosperous carrier down to a point permitting 
no more than a fair net operating income upon the value of its prop- 
erty, allowing the weaker carriers at the same time to charge such 
higher rates as they may be able in competition to maintain. As the 
court states in the case above cited, “Classification of railways in the 
matter of adjustment of rates has been sustained in numerous cases.” 

It was plainly the intent of Congress that, having fixed rates for a 
group under the provisions of Section 15a, we should do what we can 
to redistribute earnings so that the poor as well as the rich companies 
may earn a fair return. Quoting again from the recent Dayton-Goose 
Creek Case: 


In the New England Divisions Case, 261 U.S., 184, it was held 
that under Section 418 the commission in making division of joint 
rates between groups of carriers might in the public interest con- 
sult the financial needs of a weaker group in order to maintain it 
in effective operation, as part of an adequate transportation system, 
and give it a greater share of such rates if the share of the other 
group was adequate to avoid a confiscatory result. 


But if it should prove impossible with the means at our command 
to redistribute earnings so that a carrier like the Atlanta, Birmingham 
& Atlantic will earn a fair return upon its value for rate-making pur- 
poses, or so that the Florida East Coast will earn such a return upon 
its Key West extension, it is clear that there are no constitutional in- 
hibitions which prevent the repeal or amendment of Section 1 5a. And 
in any event the results which it is feared may flow from the provisions 
of a particular statute have no bearing upon our duty in this pro- 
ceeding. 

Potter, Commissioner, dissenting: 

I am not able to concur in the majority report. I think it irregular 
to the point of illegality in that it does not contain a proper state- 
ment of principles, analysis, and method, and does not explain how 
and why its conclusions are reached. It encourages some inferences 
but expressly disclaims the process indicated. The report also exhibits 
certain specific erroneous conceptions which must have affected the 
figure of final value. 

The report gives information as to original cost, reproduction cost, 


eee Creve CO AND FAY GE. Cele RM. (CO: 141 


reproduction cost less depreciation, earnings down to valuation date, 
the amount of securities outstanding, and points out that information 
as to selling prices is not available. It states that “we have appraised 
the plant as it was on valuation date, organized, assembled, and in 
successful operation, and have endeavored to give due weight to all 
values of an intangible nature which inhere in its property, even 
though we have been unable to assign definite money values to them.” 
It disclaims resorting to formula and states that the “determination is 
reached by the exercise of a reasonable judgment having its basis in 
a consideration of the relevant facts.” 

Except for the disclaimer of use of formula and of having given 
any particular weight to any particular factors, it would be quite 
natural to conclude that $46,200,000 was arrived at as the final value 
by adding an allowance of $700,000 for working capital to $45,500,000 
found as the value of the other property, the $45,500,000 being ar- 
rived at as follows: 


Cost of reproduction new of physical properties............-.. $43,515,318 
Cost of reproduction less depreciation.............++-++eeeeee- 38,560,822 
resent value ot LANGS 6 sees cleiee ote sovsieteie eels ele) sl stator steyiersrootoinier 4,406,448 

ETE tale she reales otic ip tare heetecniecstc is > sete” atoler srererenerstertottonye 42,976,270 


The final figure of $45,500,000 represents an addition of $2,523,730 
to the figure of $42,976,270. This addition is 5.8% of $42,976,270. 
It appears that in practically all of our tentative valuations a figure 
which averages about 5% has been arbitrarily added to the figure 
representing reproduction cost less depreciation, plus value of lands, 
and the resulting figure has been named as representing final value. 
A list of 330 carriers as to which we have found tentative final value, 
shows that the figures given as cost of reproduction less depreciation, 
plus value of lands plus 5%, correspond so closely with the tentative 
final values found, less cash and material and supplies, as to lead to 
the conclusion that the former figures were taken as the basis for 
arriving at the latter. The aggregate of the items for these carriers 
showing their cost of reproduction less depreciation, plus present 
value of lands, plus 5%, is $2,955,206,577. The aggregate of the 
tentative final values less cash and material and supplies is $2,957,- 
504,106. The difference is only one-thirteenth of 1% in excess of the 
5% arbitrary. It appears that in many cases the 5% arbitrary coin- 
cides very closely with 50% of the depreciation found. Just what is the 
significance of this coincidence does not appear. Why the arbitrary 
which averages approximately 5% was adopted has never been ex- 
plained. On review it will make more difficult the solution of the puzzle 
of what we do and why we do it. The report in this case disclaims 
resort to this formula so that explanation of how the figure of final 
value is arrived at is not available. 

The report shows that figures as to original cost agree closely with 
those of estimated reproduction cost. It finds that the carrier is 
essential and efficient, and shows that its construction was justified 
on the basis of original cost, and would be justified on the basis of 


142 HARVARD BUSINESS REPORTS 


estimated reproduction cost. There is, therefore, warrant for basing 
a finding of value on those figures. Analysis, principles, and rules 
could be stated. The case is peculiarly appropriate for such treatment 
and explanation of reasons. Notwithstanding this fact, the report 
emphatically repudiates any particular figure as having any particular 
significance. This is unfortunate because if the mind were to run in 
this case as the figures suggest, a precedent would be established that 
would be helpful in other cases. For instance, the same method, 
analysis, and reasoning would have exposed the lack of soundness in 
our finding in the case of the Atlanta, Birmingham & Atlantic. Ap- 
parently this fact is recognized by the majority report. To the end 
that no conclusion shall be drawn from this case that can be applied to 
others, the report points out that views of commissioners may differ 
as to reasons, but coincide as to conclusions, and says: 


It is, therefore, not at all times possible for a commission to 
analyze its individual and composite processes of determination 
of value. It is, however, possible in this case to summarize, with- 
out undue elaboration, factors given consideration in determining 
the final value. Attention may properly be called to the fact that 
often there is not available as complete a record as is before us in 
this instance. Such matching up of figures as has been made in 
this summary results in coincidences in this case which in another 
might be divergencies without impairing the substantial soundness 
of the valuation made in either case. 


The report, therefore, leaves a reader entirely in the dark as to how 
its conclusions are reached. This is a basic error which should lead 
to condemnation in its entirety. It is incumbent on us to give sound 
reasons for what we do. We must apply principles and they must be 
applied consistently in all cases. We act arbitrarily until we announce 
the rules and principles which we apply. To state relation of original 
cost to reproduction cost is not merely an idle “matching up of 
figures.” The results are not inconsequential “coincidences” or “diver- 
gencies.” We must and necessarily do either deny or accord influence 
to such figures in every case. We should show how we use them in 
each case. We are not at liberty to accord them the same influence 
in all cases. We must be influenced by the results of construction 
expenditure rather than by the amount of such expenditure. The 
result of a unit of expenditure in the construction of an efficient carrier 
that is essential and renders vast public service is of far greater value 
than a similar result for a nonessential, inefficient carrier which renders 
less important service. Depending upon the conditions and character- 
istics of different carriers some are entitled to be valued at a figure 
that would protect original cost. Values of some are below that figure 
and of others above. It is inconceivable that all the railroads should 
So correspond in character and merit that the values of all could, to 
the extent our reports indicate, be based on expenditure. If, in this 
case, original cost, reproduction cost, reproduction cost less depre- 
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ciation, value of lands, cost of lands, development cost, amount of 
outstanding securities, earnings, efficiency, public service, and public 
need, had each been specifically dealt with as a factor affecting value, 
and if that method were determined to be adopted for all cases, we 
would have taken a long step toward sound practice. Such a method 
applied to each case would show the weight to be assigned to different 
elements which would vary in different cases. The final conclusions 
would, therefore, vary and show inevitably what everyone knows, that 
some properties are of far greater value than others showing the same 
or greater original cost, reproduction cost, reproduction cost less depre- 
ciation, plus value of lands, and plus the arbitrary. 

In our report in Petition of National Conference on Valuation, 84 
I.C.C., 9, I indicated how, in my opinion, the carriers should be classi- 
fied and their values determined. Applying the principles there stated 
I think that in the case of the A., B. & A. the value of the accomplish- 
ment for a given unit of expenditure would be much less than the 
amount of the unit. In the case now before us, it is my view that 
actual expenditure should be adopted as the measure of value. I 
would apply this measure to lands as well as to other property. The 
carrier is essential and efficient. It renders indispensable public service. 
Original cost harmonizes with reproduction cost. Its record of earnings 
indicates sound financial enterprise at a value which harmonizes with 
its cost. On the other hand, it has not shown any special efficiency 
or merit indicating higher value. Though meritorious it has not 
demonstrated any special value above the amount invested in it. Under 
these circumstances I think it appropriate to apply the prudent- 
investment rule of protection of the expenditure in connection with it. 

There should be included in expenditure the amount necessary to 
carry the property during its development period. Substantial expen- 
diture was required to carry it to the time when it reached maturity. 
It was in the public interest that it be so carried. For these reasons 
we should and could conclude that it has a value corresponding with 
actual investment, plus carrying charges. A conclusion thus arrived 
at would carry convincing weight. The same test applied to the 
A., B. & A. would have shown less merit and less value per unit of 
expenditure. Other carriers, more essential and efficient, and rendering 
a higher degree of public service, which have enjoyed or are likely to 
enjoy relatively higher earnings because of their inherent merit, should 
be accorded a value in excess of original cost, such value according 
with or being above or below estimated reproduction cost. To apply 
this method in all cases would make it easy to review our work, test 
our reasons, and determine the correctness of our conclusions. 

Soundness can be attained and justice done only when we fully 
explain our method of dealing with the various factors as they differ 
in the different cases. To ignore differences, coincidences, and diver- 
gencies, and treat all alike will result not only in “impairing the sub- 
stantial soundness of the valuation made” but will render our valuations 
useless. The so-called matching up of figures does not result in 
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coincidences. It will show divergencies, but those divergencies when 
considered in the light of relative efficiencies and public service are 
the things we want to know, for they determine value and relative 
value and exhibit the reasons for results. They do not impair the 
soundness of the valuation made. They control and determine value. 
Soundness of valuation is impossible when such divergencies are dis- 
regarded. Correct conclusions as to value cannot be arrived at without 
thus considering the factors. To thus consider them is the requirement 
of law and reason. 

Our most important duty is to learn what the law is, and how to 
arrive at value. We do not know. The courts must tell us. Valuation 
is a judicial function. Values must ultimately be determined by what 
the courts think, not by what we think. “What would the courts 
say?” is the question we must constantly ask ourselves. We should 
facilitate getting the important questions involved into the courts with 
the greatest possible expedition and in a way to point out the difficulties 
and perplexities. We are not doing this. We are doing the opposite. 
We are allowing our reports to take that form which makes review 
most difficult, if not impossible. This case naturally gives opportunities 
to bring up nearly every important question involved in valuation. We 
reject them all. We could specifically refer to every rule and principle 
we apply and give our views and explain why we do what we do. 
If we did that, the courts would tell us where we are right and where 
we are wrong. The whole atmosphere would clear. We, the carriers, 
the Congress, and the public would know where we stand and what 
we are doing. We could then go ahead in sound fashion and make 
real progress. To go ahead as now, leaving clouds of mystery over all 
we do, telling interested parties to take our conclusions and ask no 
question, is unworthy performance of the trust reposed in us. It gets 
us nowhere. It leaves wasteful uncertainty; makes unnecessary work, 
trouble, and worry for all concerned. 

Proper analysis of method would perhaps show accord at certain 
points and thus the field of controversy would be reduced and burdens 
lessened. Failure to state methods and analysis so as to focus testing 
thought is wasteful because it elaborates unduly the study required in 
order to determine whether one is in accord with the final conclusion. 
It is not possible for the members of the commission generally to 
examine the record in these valuation cases. Under such circumstances, 
unless our reports clearly set forth and analyze the methods used in 
building conclusions, and show the treatment of the different elements, 
varying in different cases, that influence value, so that the report may 
be convincing in and of itself, even we, whose work the report is, can- 
not have satisfactory reason for our action. Our method is peculiarly 
unfair to the courts, for it throws burdens on them that properly are 
ours. If we would decide a few cases so as to show our interpretation 
of the law and make detection of our error possible, the courts could 
straighten us out, and we could go ahead and do our job in a satis- 
factory manner in most cases. It would not be necessary to take 
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many of our reports into the courts. As we now are doing our work, 
it will be necessary, as I see it, to take practically all of our reports 
into the courts. I see no escape from their being compelled to do 
all our work over again. This will be the natural consequence of giving 
conclusions and withholding reasons and arriving at aggregate figures 
without showing how we reach them. In justifying our valuations in 
court, it seemingly will be necessary to build up each case as com- 
pletely as we have with our own staff to arrive at our findings. We 
will be required to organize extensive forces for court work, and litter 
courts with our records and data and the testimony which we have 
taken. The expense and delay will be frightful. I apprehend that 
the courts will send the cases to masters and that in the end they 
will value the carriers. In that event many millions that we have 
expended and required the carriers to expend, and much time and 
trouble will have gone to waste. Correct practices now would avoid 
the calamity for which we are headed. 

I do not share at all the notion that it is not possible for a com- 
mission of rz men to announce principles. Most of the uncertainties 
that exist would be cleared away by finding the answers to a dozen 
questions or so, which would involve fundamental principles. The 
commission could decide such specific questions and thereafter adopt 
in all cases the conclusions thus arrived at. These questions being 
answered by the commission in a specific case, our positions would 
be known. The courts could then pass upon those questions and our 
answers to them, and thus furnish us guides with which we could per- 
form our task. Questions thus raised could be considered by the 
courts readily without throwing on them the burden of trying all the 
cases in their entirety as would seem to be necessary until the fog 
for which we are responsible is cleared away. 

We should take a position squarely upon the question as to when 
and under what circumstances carriers are to be valued at original 
cost or less, or at reproduction cost, or more. In particular we should 
clear up the uncertainty as to the influence accorded to reproduction 
cost. We think that predominating influence is not given to reproduc- 
tion cost. We may be mistaken. A careful study of all our reports 
to date may be regarded as indicating otherwise. We are constantly 
referring to our tentative reports and using their findings in determin- 
ing the amount of allowable stock issues and otherwise in our work. 


We should take position squarely on questions as to the treatment 
of development cost, depreciation, and appreciation. We should an- 
nounce whether, in our view, in valuing a property as a whole, deduc- 
tion should be made from cost as a measure of value of an amount 
representing depreciation supposed to have taken place in particular 
material, and whether such depreciation is to be considered as lost 
in a finding of value although the carrier is essential and efficient. We 
should take a position squarely regarding goodwill, and how and to 
what extent it should be valued. We should make determinations as 
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to land value so as to bring questions to the front and have determined 
the influence of land value in determining the value of a property as a 
whole. We are to value the property as a going concern. At the 
same time we are to report the values of lands. We have been told 
by the court how to value lands. Are the land values so to be arrived 
at to be taken in all cases as specific figures to be added to the value 
of the other property; or may lands in different cases, in connection 
with the property as a whole, be accorded values more or less? Ad- 
joining lands may be shown to have particular values. When used by 
a carrier as a part of its property as a whole may they not have a 
special or different value more or less? Does the statute requiring 
land values to be found require that those values be used without 
regard to their real value for carrier purposes, or is the requirement 
of the statute designed primarily to force explanation of what we do? 
Although particular pieces of lands may have particular values, is their 
aggregate as a long strip used as right of way of value greater or less 
than the aggregate values of the parts? A right of way entering a city 
may be through land of little value. The right of way as desirable 
entry to the city may be of enormous value. Is the value of a property 
influenced by its strategic position, indicating wisdom and foresight 
of location? May the accomplishment of an expenditure on an 
efficient carrier wisely conceived, rendering vast public service, be 
valued at a higher figure than a similar expenditure on an inefficient 
carrier, poorly conceived, capable of rendering less important public 
service? These and others are questions upon which we could and 
should take definite position. 

Some of the specific erroneous conceptions which must have in- 
fluenced the figure of final value are as follows: 

The carrier urges that in considering cost, investment, or other ele- 
ments of value, it should have credit for approximately $7,000,000 
for carrying the property during the development period and plausible 
reason for accepting this figure is set forth in the report. How much 
of an allowance is made by the report for the fact that the property 
was carried during its early period in anticipation of the recognition 
of values which only the future could disclose does not appear. If 
the arbitrary of 5.8% is for this purpose, there is nothing to indicate 
whether it is too much or too little, or the basis on which we arrive at 
it, or the principle we apply to this case that can be applied to others. 
We should take position on these questions. We should accept the 
carrier’s method or state another. In my judgment the allowance 
should be a fair interest return per annum during the development 
period upon the investment, less the earnings of the property in the 
meantime. However the figure is to be arrived at, we should decide 
definitely what allowance should be made, and upon what basis it 
should be computed. It is well known that a reasonable period is 
required for development, and carriers are not expected to earn a fair 
return upon the investment from the outset. The carrying burden is 
part of the investment in the property and should be protected. De- 
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velopment cost constitutes essential expenditure as much as construc- 
tion cost. Everybody knows that such an item must be provided for 
in connection with every new property. The property had to be car- 
ried during the development period. Those who carried it are entitled 
as a matter of common honesty to have this carrying expenditure 
protected. To refuse to do so would be confiscation. The report gives 
the impression that in some undisclosed manner development cost was 
considered in arriving at the final value, but the report does not show 
how it was considered or with what result. With such treatment 
erroneous view of the law would have no effect. No one would ever 
know whether we really did or did not make any allowance for de- 
velopment cost. The parties interested and the public are entitled to 
know how we treat the subject, what we do about development cost, 
and what we think the law is, and they are entitled to an opportunity to 
have the courts pass upon our method. The treatment in the majority 
report would make review difficult if not impossible. Stocks represent 
the values which the future is expected to develop and demonstrate. 
It is obvious in this case that the figure of final value is lower than 
it otherwise would be by the extent to which credit for development 
cost or goodwill was denied. 

The figure allowed for working capital I think is inadequate; 
$700,000 is less than the aggregate of cash and material and supplies 
on hand during any one year. The average for the years 1912 to 
1916, inclusive, is $1,063,025. There is warrant for accepting this 
figure. To use any other figure seems arbitrary. 

It appears obvious that the figure of final value has been made less 
than it otherwise would be by the deduction of $4,945,496, being the 
amount by which the property is said to have depreciated. The amount 
would be required to reproduce the property, and should be considered 
as in the original investment. The property has been well maintained 
and as a going entity has not depreciated. It is not conceivable that a 
sane person would ever build a railway if he knew that a substantial 
part of his investment would be considered lost through depreciation 
and that he would not be permitted to have a return upon it. The 
law has no such unconscionable purpose. The report praises the carrier 
as essential and efficient. To deduct depreciation where such depre- 
ciation has not been taken care of out of income from the value which 
other figures suggest, is arbitrary, inequitable, and illegal confiscation 
of property. 

The report states that since the decision of the Supreme Court in 
Knoxville v. Water Company, 212 U.S., 1, “courts and commissions 
have accepted, as a settled practice in valuation proceedings, the de- 
duction from reproduction new of the depreciation.” It says that the 
Congress in its mandate “has required the commission to report cost 
of reproduction new and also cost less depreciation.” I cannot see 
that the Knoxville Case is applicable to the case before us. Nor can 
I agree that the mandate under which we act requires us to report de- 
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preciation when, as here, there is no depreciation in fact which affects 
value. 

The report discloses another error which is fundamental. It does 
not do what the statute tells us to do. It says that “We have appraised 
the plant as it was on valuation date.” The valuation date was June 
30, 1916, more than seven years ago. Evidence as to subsequent 
conditions would throw light as to the value on valuation date, but it 
is disregarded. How values demonstrated later shall be determined is 
not shown. The whole basis for arriving at values throughout the 
world has changed since 1916. A valuation as of 1916 could not in 
the nature of the case be sufficient, fair, or legal for the purposes for 
which we are valuing the railway. It cannot be a valid and final 
valuation and be entitled to the presumptions and effects of a final 
valuation and cannot have efficacy in law. We should withhold a so- 
called final valuation until we can bring it down to date. To do so 
in this case would give the carrier the benefit of a showing of public 
service represented by gross earnings of $13, 579,109 in 1921 as com- 
pared with gross earnings of $6,374,933 for the year 1915-1916. A 
consideration of earnings and public service should lead to a very 
different final figure. The question is not what was the value of this 
property in 1916, but as to its value at the present time or at a time 
when there prevailed conditions substantially similar to those at present. 

The report in this case also discloses the error made in prior cases 
of not determining value which, when determined, must be used for 
rate-making purposes because it is value, but arbitrarily states a figure 
which without warrant of law we set up as the figure to be used as a 
basis for rate making. 

We have great responsibility in this valuation work. It is a task 
that is designed to be upbuilding, to promote fairness, and create that 
confidence which is essential to the solution of the so-called railroad 
problem, and provide efficient transportation. The railways, considered 
in their relation to other enterprises, are probably first in importance. 
Agriculture and manufacture would be helpless without them. They 
need from 600 to 800 millions of dollars of new money each year for 
additions and betterments. They must have it if the country is to 
continue to develop and enjoy prosperity. It must be obtained from 
private sources. Private investors must be looked to. They must 
be individuals and institutions, such as insurance companies and banks, 
which invest their money on a business basis. The new money must 
come in the main from the present investors in our railroads. There 
are about 50,000,000 of them at the present time, counting, of course, 
those whose moneys are invested through insurance companies and 
savings banks which they own. If they are to continue to invest their 
moneys in railroads, they must be convinced that fair returns will be 
allowed to the carriers and that their present investments will not be 
confiscated by government agencies in the processes of valuation. Ob- 
ligation to observe good faith and protect security values, and the fact 
that stocks represent intangibles and indicate relative merit resulting 
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from location, efficiency, and foresight, prompted the Supreme Court 
in Smyth v. Ames to say that in valuation work consideration must 
be given to the amount and selling prices of securities. A policy which 
threatens loss through confiscation and disturbs the confidence of 
security holders in the agencies of government when dealing with their 
property menaces the public interest and violates the law. 

I am authorized to state that Commissioner Cox concurs in this 
dissent. 

CAMPBELL, Commissioner, dissenting: 

The law specifically requires the commission to ascertain and report 
in detail the original cost to date of each piece of property owned or 
used for common-carrier purposes. The majority have found the 
original cost of the Florida East Coast Railway only with respect to 
the Key West extension. Had the law been complied with and the 
original cost of the property as a whole been ascertained, the figure 
at which the final value has been placed might have been different. 
For this reason I withhold my assent to the findings of the majority. 

I may add that I cannot bring myself to believe that an expenditure 
of as much as $218,000 per mile of road, found to have been the 
average original cost per mile of the Key West extension, could have 
been or could be in the public interest. While that may have been 
the original cost per mile of this portion of the Florida East Coast 
Railway, I doubt if it should be used as the value for rate-making pur- 
poses upon which the public will be expected to pay to the owners 
the fair rate of return designated by the commission. 


ComMMENTARY: The foregoing decision by the Interstate Commerce 
Commission is a typical valuation opinion as rendered by that body 
under the provisions of the Valuation Act of 1913. The several dis- 
senting opinions disclose, however, a considerable divergence of opinion 
between the majority of the commission and Commissioners Eastman 
and Potter, who dissent from the findings. Commissioner Eastman 
argues for prudent investment as a basis for a “rate base,’ whereas 
Commissioner Potter insists that the plain requirements of the law 
are not being satisfied by the majority opinion. 

In the earlier valuation decisions, such differences of opinion had 
not appeared, and the method of making valuation reports in substan- 
tially the form of this majority opinion had not crystallized. At no 
time has a clear statement appeared, showing the methods followed in 
fixing upon a figure of final value, and only when a number of reports 
had been published was it possible to work out the fact that the “5% 
formula” was being used, as suggested by Commissioner Potter. In 
the commentator’s volume, Railroads: Kates, Service, Management 
(written in collaboration with Mr. Kenneth F. Burgess, now Genera) 
Solicitor of the Chicago, Burlington, and Quincy Railroad), published 
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early in 1923, it was shown that this expedient was apparently being 
followed. More recently, however, something less than 5% has been 
added, and frequently nothing at all. The commission continues to 
assert, however, that it is exercising “judgment” and taking into ac- 
count the various items of valuation, as required by the Valuation Act. 

Under the decision of the Supreme Court in the Los Angeles and 
Salt Lake Case,* decided February 21, 1927, the decisions of the com- 
mission on such questions of fact are not subject to review until such 
time as the valuations are before the court as evidence in a contro- 
versy—such as, for example, a rate-level case, or a case involving the 
“recapture” of earnings.® The same conclusion holds true with ref- 
erence to the weight attached to the present higher level of prices. In 
the Indianapolis Water Company Case,° the Supreme Court quite 
definitely appears to uphold the right of public utilities to include in a 
rate base a value for tangible property which takes into account the 
higher level of prices since the war. Since the valuations of the Inter- 
state Commerce Commission are based upon prewar prices, this issue 
will almost certainly come to the Supreme Court for final adjudication, 
in a case involving the recapture of earnings, if not the general level 
of rates. 


March, 1927 HoBaVe 





* United States, et. al. v. Los Angeles and Salt Lake Railroad Company, 447 Sup. 
Ct. Rep. 413. 


5 For a detailed discussion of the commission’s valuation work, see the commen- 
tator’s Railroad Valuation by the Interstate Commerce Commission, and Chapter 
XIII, pp. 335-352, of Railroads: Rates, Service, Management. Evidence estab- 
lishing the use of the “5%” formula appears at pages 348-349 of the latter volume. 


6 McCardle, et al. v. Indianapolis Water Company, 47 Sup. Ct. Rep. 144 (No- 
vember 22, 1926). 


MicuicaNn Pupric Urititres Commission v. MICHIGAN STATE 
TELEPHONE ComMpaANy! 


PUBLIC UTILITY—TELEPHONE 


TELEPHONE Rates—Confiscation of Property by Enactment Establishing 
Rates. The Supreme Court of Michigan held that a state enactment, or 
regulations made under the authority of a state enactment, establishing 
rates for telephone service that would not admit of the telephone com- 
pany’s earning such compensation as under all the circumstances was just 
to it and the public, would deprive the company of its property without 
due process of law and deny to it the equal protection of the laws, and 
would therefore be repugnant to the Fourteenth Amendment to the 
Constitution of the United States.” 


TeLEPHONE Rates—Elements of Just Compensation. The Supreme Court 
of Michigan decided that the chief elements of just compensation to a 
telephone company were: (a) operating expenses, including administra- 
tion, labor, interest, taxes, certain items of repair, maintenance, and the 
like; (b) depreciation, physical and functional, including wear and tear 
of property by use, the constant destruction of property by earth’s 
processes, and supersession and obsolescence of machines and structures 
by progress; (c) a fair return upon the present fair value of the property 
used and useful in public service. The court held that these elements, 
when determined, measured the rate to be paid by the public for the 
company’s service.” 


TrLEPHONE Rates—Allowance jor Depreciation of Property. The Supreme 
Court of Michigan held that a telephone company was entitled to earn 
enough to meet the continuous depreciation of its plant and equipment, 
beyond ordinary current repairs and maintenance. It also held that the 
public utilities commission of the state, in fixing the rates to be charged 
the public for telephone service, should spread the amount of the de- 
preciation, less salvage, over the years, and make an annual allowance 
in earnings that would be fair to the public and that would fairly com- 
pensate the company for the property consumed in service.” 


TELEPHONE Rates—Rate Base for Valuation and Depreciation. It was held 
by the Supreme Court of Michigan that the rate base for valuation of 
the property of a company supplying telephone service was not pru- 
dent investment cost or book cost, but present fair value, and that 
depreciation must be computed on the same base.” 


TELEPHONE Rates—Deduction of Depreciation Reserve Fund in Computing 
Present Fair Value of Property. The Supreme Court of Michigan de- 





1Supreme Court of Michigan. Oct. 30, 1924. 200 N. W. 749. 
2 Headnote by Graduate School of Business Administration. 
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cided that a reserve set up by a telephone company for depreciation 
was definitely the property of the company, and that, when this reserve 
was invested in extensions and betterments, the company had the right 
to earn on it. The court held, therefore, that where a public utility 
commission’s finding of the present fair value of the company’s property 
involved all proper deductions for deterioration and depreciation, in 
determining the rate base the amount of the depreciation reserve fund 
should not be deducted from the sum found? 


TELEPHONE Rates—Reduction of Amount Paid under Valid Contract to 
Parent Company. A contract between a telephone company and the 
company of which it was a subsidiary, under which it was required to 
pay the parent company 42% of gross revenues in return for rental of 
telephones and other services, was upheld by the Supreme Court of the 
state and by the United States Supreme Court. In fixing the rates to 
be charged by the company for telephone service, the public utility 
commission of the state was therefore without authority to order a 
substantial reduction in the amount to be paid under the contract.3 


TELEPHONE Rates—Allowance for Going Value in Determining Value of 
Property. It was held by the Supreme Court of Michigan that a 
telephone company was entitled to an allowance for going value in 
determining the value of its property for rate-making purposes, and that 
the amount should be determined fairly by the rate-making body from 
the facts, including the financial history of the company.? 


(1924) 


Crark, C. J. Plaintiff, Michigan Public Utilities Commission, made 
in July, 1922, an order to establish rates of defendant, Michigan State 
Telephone Company. An amendment making the order more specific- 
ally applicable to Detroit was made later. Defendant refused to obey 
the order. It filed a bill in the United States District Court at Detroit. 
An interlocutory injunction issued. To compel obedience plaintiff insti- 
tuted mandamus in the circuit court for Ingham County. Counsel 
agreed that plaintiff might apply to this court for an order requiring 
defendant to show cause why it should not comply with the commis- 
sion’s order, and that, if an order issued, proceedings in other courts 
would be stayed, the cause speedily brought to hearing here, and the 
whole matter submitted for decision. Plaintiff applied. The order 
issued September 5, 1922. Defendant answered: 

That the orders are wholly null and void and of no force and 
merit whatsoever, in that the rates prescribed therein are less 
than just and reasonable rates, and also are confiscatory of de- 
fendant’s property used and useful in the furnishing to the public 
of the telephone service .. . . and said orders therefore seek to 
deprive the defendant of its property without due process of law, 
and deny defendant the equal protection of the laws in violation 


° Headnote by Graduate School of Business Administration. 
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of its rights under the Fourteenth Amendment to the Constitution 
of the United States. 


Reference was made to Hon. Guy M. Chester as special commis- 
sioner. After numerous sittings of the commissioner, filing of many 
briefs, argument, and the report of the commissioner, counsel finally 
brought the cause to hearing in our June, 1924, term. We have a 
record of over 3,000 pages, a 70-page opinion of the commission, an 
8o-page report of the special commissioner, and many briefs filed in 
behalf of the parties, the city of Detroit, and 13 other cities of the 
state. 

That this opinion may be kept within bounds, only those facts which 
are important and essential to the questions considered will be stated, 
and they will be stated generally. . 


1. Jurisdiction of This Court. Mr. Justice Brrp, to whom this case 
was assigned, has declined to consider the merits, stating that plaintiff 
must be turned out of court on this question. With his conclusion we 
do not agree. Counsel raise no question of jurisdiction. They concede 
it. It was invoked by plaintiff, whose petition for the writ of man- 
damus concludes: 

This petitioner prays further that this court immediately issue 
an order staying all proceedings under the said orders heretofore 
made by this petitioner and all actions for the enforcement of 
penalties for a violation of the same pending, and until the final 
determination of this proceeding in this in the manner provided by 
section 266 of the Judicial Code of the United States (Ueno: 
Comp. St. § 1243). 

No question is raised that the said section is applicable, nor that 
this is a proper suit in a proper state court, timely brought, requiring 
under the said section stay of proceedings in the Federal court, pending 
final determination of the cause here. It is our duty to dispose of 
the case on the merits. . 

2. Principles. Language used in a railroad case (Smyth v. Ames, 
169 U. S. 466, 18 S. Ct. 418, 42 L. Ed. 819) is applicable here: 

A state enactment, or regulations made under the authority of 
a state enactment, establishing rates for the transportation of per- 
sons or property by railroad that will not admit of the carrier 
earning such compensation as under all the circumstances is just 
to it and to the public, would deprive such carrier of its property 
without due process of law, and deny to it the equal protection of 
the laws, and would therefore be repugnant to the Fourteenth 
Amendment to the Constitution of the United States. While rates 
for the transportation of persons and property within the limits 
of a state are primarily for its determination, the question whether 
they are so unreasonably low as to deprive the carrier of its prop- 
erty without such compensation as the Constitution secures, and 
therefore without due process of law, cannot be so conclusively 
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determined by the Legislature of the state or by regulations 
adopted under its authority, that the matter may not become the 
subject of judicial inquiry. 


What are the chief elements of just compensation to defendant? 
(a) Operating expense, including administration, labor, interest, taxes, 
certain items of repair, maintenance, and the like; (0) Depreciation, 
physical and functional, including wear and tear of property by use, 
the constant destruction of property by earth’s relentless processes, and 
supersession and obsolescence of machines and structures by progress; 
(c) A fair return upon the present fair value of the property used and 
useful in public service. 

These elements, when determined, measure the rate to be paid by 
the public for the service. Upon the issue of confiscation, a Federal 
question, decisions of the Supreme Court of the United States are 
controlling. 


3. Depreciation Charge. As has been Stated, before coming to the 
question of profit, the company is entitled to earn enough to meet the 
continuous depreciation of its plant and equipment, and this beyond 
ordinary current repairs and maintenance. To provide funds from 
earnings to offset this depreciation is a right and a duty of the directors 
of the company.* But the Property is made up of many parts of 
varying lengths of life and of varying rates of depreciation. And 
progress, new invention, new design, new thought, constantly menace 
present-day machines and structures. A machine functioning efficiently 
today may be obsolete and inefficient tomorrow. The rate of depre- 
ciation changes with the age of the plant. Telephone lines are in 
danger of disaster from sleet and storm. 

It is the difficult task of the commission to spread the amount of 
the depreciation, less salvage, over the years, and make an annual 
allowance in earnings that will be fair to the public, and that will 
fairly compensate the company for the property consumed in service. 
The particulars of this difficulty are fully set forth in Saliers on 
Depreciation, p. 131, and in opinion of Mr. Justice Branpets in Paci fic 
Gas & Electric Co. v. City and County of San Francisco, 205 USS 
403, 4400, Ct) 537468 lL. Ed. 1075. 

Respecting theory, purpose, and method of accumulating a deprecia- 
tion fund there is a wide difference of opinion. See Hayes on Public 
Utilities, c. 9; Saliers on Depreciation, c. 7. Some hold that the fund 
belongs to the public. Others say that it is a trust fund, or quasi trust 
fund belonging to both the public and the utility, to be used for the 
replacement of invested Property when the property is theoretically 
dead. But the fund is definitely the property of the utility.® 

Some contend that the proper basis for valuation is prudent invest- 
ment cost.° But it is settled that the rate base is present fair value 

* Knoxville v. Water Co.,212. US) n,20 5. Ch 148, 53 L. Ed. 371. 

° People v. Public Service Commission, 204 App. Div. 73) 193: N. YS. 193. 

®See dissenting opinion of Mr. Justice Brandeis, S. W, Telephone Co. v. Public 
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as defined in Smyth v. Ames, supra, and in the Minnesota Rate Cases, 
PROnUero. 352.9330 5. Cla 720, 57 Lo ndsrsir 4s L. RAS CNSS,) 
1151, Ann. Cas. 1916A, 18. Computing depreciation (although per- 
haps convenient to accountants and bookkeepers) on investment cost, 
or book cost, as distinguished from present fair value, must be rejected. 
If the rate base is present fair value, then the depreciation base as to 
depreciable property is the same thing. There is no principle to sus- 
tain a holding that a utility may earn on the present fair value of its 
property devoted to public service, but that it must accept and the 
public must pay depreciation on book cost or investment cost, regard- 
less of present fair value. We repeat, the purpose of permitting a 
depreciation charge is to compensate the utility for property consumed 
in service, and the duty of the commission, guided by experience in 
rate making, is to spread this charge fairly over the years of the life 
of the property. The commission found the present fair value of 
defendant’s property used and useful in service to be $47,500,000. 
There was necessarily involved in this finding all proper deductions 
for deterioration and depreciation, and the commission so states. The 
total of depreciation, physical and functional, was found to be $9,500,- 
ooo. The total of depreciation charge was also found to be $9,500,000, 
so that the total depreciation fund equalled the existing depreciation. 
The business of the company had grown. The plant, repaired and 
maintained, was efficient, rendering satisfactory service. The deprecia- 
tion fund had been expended for extensions and betterments, for prop- 
erty the present fair value of which was included in the $47,500,000. 
The commission deducted the $9,500,000 depreciation fund, so invested, 
from the depreciated value of the property, $47,500,000, leaving 
$38,000,000, to which it added $1,500,000 for working capital, making 
the rate base $39,500,000. The commission did not determine present 
fair value on book value alone. With vehement criticism of the deci- 
sions, it professes to have followed Smyth v. Ames and other decisions 
of the United States Supreme Court, herein cited. It was not to deduct 
book figures of depreciation from book figures of investment. It says: 
If the reserve for depreciation is deposited in banks, the com- 
pany might get 4% interest thereon. If it borrows money for 
capital purposes, it must pay 6% for it. The intelligent at once 
ask why the company should deposit its depreciation reserve of 
approximately $10,000,000 in banks and receive but 4% interest, 
and at the same time borrow a like sum and pay 6% interest there- 
for. Why not use the money yielding but 4% in place of that 
which costs the company 6%? ‘The reserve for depreciation may 
be used for capital purposes, but it is none the less depreciation 
reserve. If the $10,000,000 was borrowed and used for capital 
purposes at 6% interest, the company would be entitled to earn at 
least 6% on it, because it cost that to get it. If the $10,000,000 
of depreciation reserve is invested for capital purposes, the com- 


Service Commission, 262 U.S. 276, 43 S. Ct. 544, 67 L. Ed. 981, 31 A. L. R. 807; 
Goddard on Fair Value of Public Utilities, 22 Mich. Law Rev. 777. 
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pany has the use of it for such purposes, without its stockholders 
making any capital contribution thereto. It costs the company 
nothing to get this $10,000,000. It is derived from rates paid by 
subscribers and users of its service, and, not having been obtained 
by capital contributions from stockholders, but from the public 
through earnings or revenues, the public ought not to be charged 
rates to pay a return to the company upon that which they them- 
selves have contributed. 

The accrued depreciation reserve paid by the public and re- 
invested in plant or property should not be made the basis of 
return to the stockholders. The total present value of the com- 
pany’s property should be decreased in the proportion which such 
reserve for depreciation bears to the total investment of the com- 
pany, to ascertain the basis of return to the stockholders. 


We think this erroneous. For the $9,500,000 of depreciation charge, 
the company lost $9,500,000 of its property, consumed in service. How 
can it be said that it cost the company nothing to get it? The amount 
received but compensated for the loss. The fund was the property of 
the company, and so invested it had the right to earn on it. Reliance 
is placed on language used in Louisiana R. R. Commission v. Cum- 
berland Telephone Co., 212 U.S. 414, 29 S. Ct. 357, 53 L. Ed. S77: 
The holding there might apply to a case where there was no deduction 
of depreciation in fixing the rate base, which method finds some sup- 
port among writers, and in such a case it might not be proper treat- 
ment to permit a return on both the undepreciated value of the 
property and a depreciation reserve. Our examination leads us to think 
that Mr. Justice PEckHAm was there considering such a case. For a 
discussion of this case, see Whitten on Valuation of Public Service 
Corporations, 361, and see same author’s review of cases in Chapters 
18 and 20, same volume, and his Supplement of rora. Chapter 18. It 
is said in Saliers on Depreciation, p. 418: 

It has been stated that the reserve is the property of the public, 
and therefore should not be permitted to earn a return. This is 
erroneous. The amount reserved is definitely the property of the 
company returned through the rates to offset accrued depreciation 
on plant, but which has not been deducted from cost. If the ac- 
crued depreciation were deducted from cost of plant in determin- 
ing fair value then, on the contrary, extensions financed out of 
depreciation reserves ought to be included in fair value. 


See, also, People v. Public Service Commission, supra; Charleston v. 
Commission (W. Va.) 120 S. E. 398; and see Monroe Gas Light & 
Fuel Co. v. Mich. Public Utilities Commission, supra, decided June 9, 
1923, by Judges Denison, Tuttle, and Simons, who held that the com- 
mission has no right to deduct the amount of depreciation reserve, so 
invested, from present fair value in fixing the rate base. 

The following from NV. Y. Telephone Co. v. Public Service Commis- 
sion, 300 F. 822, decided July 26, 1924, United States District Court, 
Southern District of New York. 
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These accumulated charges [depreciation reserve] are not a 
separate fund. The total bears no definite relation to the actual 
condition of the property; for one item may have been and was 
charged years ago against the cost of an article scrapped long 
since, while another was charged yesterday against one just en- 
tering upon its life of usefulness. In fact, the depreciation reserve 
is a piece of bookkeeping, a monthly charge against earnings, to 
provide means, not only of covering deterioration from use and 
time, but of minimizing, and only minimizing, future possible losses 
of any kind, from storm or fire to changes of fashion. The funds 
or credits thus reserved are, and always have been, expended in 
strengthening the company’s useful property, but what particular 
property it is neither possible nor useful to ascertain. .... To 
deduct from the fair value of plaintiff’s property the entire book 
reserve for depreciation, in order to reach a rate base, was error 
of law. 

Counsel for defendant make the following pertinent suggestions: 

If the company should sell its entire property this part (invested 
reserve) would be conveyed along with the rest. If the property of 
the new owner should be valued in a rate case, would some part 
of the fair value of the property found upon an appraisal be de- 
ducted because of the depreciation accounting of the former 
owner? Would the books or accounts of the former owner have 
any bearing upon a fair value of the property? Would not the 
fair value of the property be the same if the books were destroyed? 
If that is so, is not the fair value of the property in the hands of 
the present owner the same, regardless of the books? If the com- 
pany were mortgaging the property, would it mortgage the whole? 
Can there be any doubt about its right to mortgage all the property 
to which it has title, regardless of where it got the money to pay for 
it? If the property were mortgaged and the bondholders should 
foreclose, would they foreclose upon less than the whole? 


The correction respecting the depreciation fund will, for the purposes 
of this opinion, increase the rate base from $39,500,000 to $49,000,000, 
including working capital. This necessitates a denial of the writ. But 
other questions must be discussed. 

4. Complaint of the rate of return, fixed by the commission at 7%, 
and of the allowance for working capital, $1,500,000, is not pressed 
and will be passed. 

5. 434% Contract. Between the American Telephone & Telegraph 
Company and subsidiary companies, of which defendant is one, exists 
a contract by which defendant is required to pay and has paid 472% 
of gross revenues in return for rental of telephones, and other services 
sufficiently set forth, by this court in City of Detroit v. Michigan Rai- 
road Commission, 209 Mich. 395, 177 N. W. 306, and in which this 
contract was sustained. Doubtless a contract made between these com- 
panies, the major company owning nearly all of the stock of the de- 
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fendant, should be scrutinized closely, and this rule is recognized by 
the courts. 

The commission ordered a very substantial reduction in the amount 
to be paid under the contract. Subsequently the contract was con- 
sidered by the Supreme Court of the United States in S. W. Telephone 
Co. v. Public Service Commission, supra, decided May 21, 1923, and 
sustained, the court saying: 

The important item of expense disallowed by the commission 
($174,048.60) is 55% of the 434% of gross revenues paid by 
plaintiff in error to the American Telephone & Telegraph Company 
as rents for receivers, transmitters, induction coils, and so forth, 
and for licenses and services under the customary form of contract 
between the latter company and its subsidiaries. Four and one- 
half per cent is the ordinary charge paid voluntarily by local com- 
panies of the general system. There is nothing to indicate bad 
faith. So far as appears, plaintiff in error’s board of directors has 
exercised a proper discretion about this matter requiring business 
judgment. It must never be forgotten that while the state may 
regulate with a view to enforcing reasonable rates and charges, it 
is not the owner of the property of public utility companies, and 
is not clothed with the general power of management incident to 
ownership. The applicable general rule is well expressed in State 
Public Utilities Commission ex. rel. Springfield v. Springfield Gas 
& Electric Company, 291 Ill. 209, 234. “The commission is not 
the financial manager of the corporation, and it is not empowered 
to substitute its judgment for that of the directors of the corpora- 
tion; nor can it ignore items charged by the utility as operating 
expenses unless there is an abuse of discretion in that regard by 
the corporate officers.” See Interstate Commerce Commission v. 
Chicago Great Western Ry. Co., 209 U. S. 108; Chicago, Mil- 
waukee & St. Paul R. R. Co. v. Wisconsin, 238 U. S. 491; People 
ex. rel. v. Stevens, 197 N. Y. 1. 


The contract was also sustained in Houston v. Southwestern Tele- 
phone Co., 259 U.S. 318, 42 S. Ct. 486, 66 L. Ed. 961, decided May 
29, 1922. 

It is now contended by plaintiff that the record in the case at bar 
as to material facts is so substantially different from the record in our 
own case just above cited, and the records in the two cases above cited 
from the United States Reports, as to warrant a contrary holding. 
After a careful examination of the records and briefs in all the cases, 
we conclude that plaintiff’s contention cannot be sustained. The cases 
cited are decisive of the question presented. The order in this respect 
is erroneous. 


6. Depreciation. The commission fixed the rate of depreciation at 
4% to be computed on the total of fair value less land and right of 
way. (The depreciation fund was not deducted from the base for 
depreciation.) Defendant complains of this, and cites a long list of 
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cases in which a higher rate was fixed. Our examination of cases 
indicates a diversity of holding on the subject; part of the diversity is 
due to difference of opinion, part to difference in facts considered. 
Probably in a majority of the cases a higher rate has been sustained. 
But this is a question of fact depending largely upon the character, 
nature, and age of the property in question, and illuminated somewhat 
by the experience of the company respecting the subject. And it must 
not be overlooked that, as the cases show, many minor replacements 
and repairs and maintenance are made and charged to operating ex- 
pense. In practice, this contributes considerably toward keeping the 
property intact. The commission in its opinion reviews the question at 
length, and states fully the experience of the company respecting the 
rate of depreciation and the accumulation of the fund. The rate fixed 
is comparatively low, but in the light of the facts of this case, we must 
decline to hold it confiscatory. 


7. Fair Value. The rules and elements for consideration in deter- 
mining fair value are so well known to those interested in the question 
that we shall not quote from the cases.” 

The company was organized in 1904 and took over, from the pur- 
chaser at foreclosure sale, the property of a former telephone organiza- 
tion. As to what should be held to be the actual book cost to de- 
fendant of this property there is conflict of opinion, due to detail and 
method of purchase and of financing the purchase. We find the then 
cost in fact to be $6,740,026. The net additions since that time are 
$41,305,402, so the book cost is $48,045,428, the funds having been 
provided by capital contribution and reserve or earnings invested. The 
total of outstanding stock securities and indebtedness on December 31, 
1921, was $41,703,732. The assessed value of the property for taxation 
fixed by the state board of assessors in 1921 was $27,500,000. Ap- 
praisals and computations were made to show cost as at December 31, 
1920, of reproduction new on average prices of a ten-year period, 1910- 
1919, of a five-year period, 1915-1919, and of the year 1919. To these 
were added the net subsequent additions for 1921, adjusted to the 
average price of the particular period. The computations allow for 
observed physical deterioration only as distinguished from full depre- 
ciation found by the commission as stated. The special commissioner, 
correcting certain arithmetical errors, states that: 


The following figures show how these values are to be derived, 
and the correct figures therefor: 





7See Smyth v. Ames, supra; Minnesota Rate Cases, supra; Darnell v. Edwards, 
244 US. 564, 37 S. Ct. 701, 61 L. Ed. 1317; San Diego Land Co. v. National City, 
174 U.S. 739, 19 S. Ct. 804, 43 L. Ed. 1154; Detroit, etc., R. Co. v. Railroad Com- 
mission, 171 Mich. 335, 137 N. W. 329; Southwestern Bell Telephone Co. v. Mis- 
souri Public Service Commission, supra; Bluefield Waterworks v. Public Service 
Commission, 262 U.S. 679, 43 S. Ct. 675, 67 L. Ed. 1176; Georgia Railway & 
Power Co. v. Railway Commission, 262 U.S. 625, 43 S. Ct. 680, 67 L. Ed. 11443 
Brooklyn Borough Gas Co. v. Public Service Commission of New York, P. U. R. 
1918 F, 335, opinion by former Justice Charles E. Hughes. 
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Ten-Year } Five-Year One-Year ne Ween 

p. 
Michigan exchanges. . . .| $15,534,746 | $17,395,426 $22,902,806 | $19,590,641 
Tolls et rem aeaitec ce San ae 9,590,750 | 10,584,251 13,098,455 | 10,567,424 
POtal Sine sen eosin $25,125,496 | $27,970,677 | $36,001,261 $30,158,065 
Wisconsin exchange..... 25,050 28,187 30,551 27,178 





$25,151,146 | $28,007,864 | $36,037,812 | $30,185,243 














Common use........... $ 2,107,780 | $ 2,499,783 | $ 2,997,469 | $ 2,943,340 
DG trOlt er aerern lero $22,167,506 | $27,099,263 $35,088,257 | $32,948,035 
Ota Marner enue ak $49,426,432 | $57,606,910 $74,123,538 | $66,076,618 


eee eee 


Per cent condition on basis of last two figures, 89.14; observed 
depreciation, 10.86%. 

To the appraisal costs of December 31, 1920, the additions dur- 
ing 192I must now be added. 

At the top of page 33 of the commissioner’s opinion are given the 
actual additions of $4,314,155 . .. . and conversion of these by 
composite index figures to five- and ten-year average. The index 
figure is .8081 for five-year and .6668 for ten-year as referred to 
one year. These are added to the preceding totals with the follow- 
ing results: 




















Ten-Year Five-Year One-Year One-Year Dep. 
Total Dec. 31, 
TO20 see $49,426,432 | $57,606,910 $74,123,538 $66,076,618 
Add 1g2t......| 2,876,624 3,486,234 4,314,155 4,314,155 
Potal eg tee cs: $52,303,056 | $61,093,144 | $78,454,603 (A) $70,390,773 (B) 


Se eee 


These figures replace those entitled 1-d to 4-d on page 35 of the 
commission’s opinion and the— 


plea’ Veatmaverape ia.) ann ante ern ta ee $52,303,056 
PIVE-VEAr aVGrage cass. rin a ree ont on ee 61,093,144 
One-year AVEL AR C ie vis isle cecal crsieiole stateysistyre severe aren tenets 78,454,693 


are the figures under the designation “Appraised Value,” “One- 
Year Period,” and so forth. Under 1-c and 2-C, page 35 of the 
commission’s opinion, the condition per cent found to exist between 
3-d and 4-d (now A and B in preceding tabulation) is applied to 
the five- and ten-year averages with the following results: 
B divided by A is 89.7%. This, applied to the other cost, gives: 
Ten-year average depreciation...................... $46,015,841 


Five-year average depreciation..................... 54,800,550 
One-year average depreciation mein uauuee eae 70,390,773 
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This is the depreciated value for each of the above periods. 
These are also corrected figures for items 1-e, 2-e, and 4-4 of page 
35 of the commission’s opinion. 


We think his finding and computation as to this evidence of value 
to be substantially correct. Fair value, $47,500,000, added to full 
depreciation as found by the commission, $9,500,000, gives $57,000,000 
as the undepreciated value of the physical property, which figure is 
about midway between undepreciated value on the ten-year basis, of 
which basis favorable comment is made by plaintiff, and undepreciated 
value on the five-year basis, which basis is urged by defendant. We 
quote further from the report respecting additions to plant and equip- 
ment during recent years: 


The net additions during the years: 


HOLS eerroterteeste ete otecieiene ole nsiole crete cathe mite rofarnne teeke oberon sree $ 462,539.01 
DO RO meee ae ialsicielcielere lore im wieveisicie ole ioler sheets ey -Voles ele seh ous) oksiensyentens 2,104,262.76 
TO 07 epEeratee ovedet aye) stole Fekete telat sie tele yous ior sve revel eletishe) ot eleven! fo kevsiaval 3,240,008.71 
TOUS eM peters ereienee alates loleraletel als elierevension sieiensiol ersten elo eulelonenel 3,420,272.39 
TUG Meera ate atela ei siereuele slaleyelerei= (sr sbal 9) siclekei snes eiersisiereieiels 6,248,723.64 
Ti LOM ert erent tee el stee Pet ef ster atalfate roi slots see oelereroter sjezer= wsievokeeiern 5,430,072.42 
EDM Meenas erelelaliaiate oe etcleleie alate oPo leurs emlicfotofekeleelene corsets ier 4,314,155.04 

Liotalemtertrecincten teas oc ee ae roversorcde ere sroveretors. suetet even $25 229,723.97 


During the years 1915 to 1921, inclusive, there was added to the 
plant $25,229,723.97. This was during the period affected by war 
prices. In other words, the plant was doubled in cost expenditures 
during that period. 

From before 1914 to the middle of 1915, a comparative normal 
or usual level of prices was 100 or 100%. At the close of 1915 it 
was 120; during 1916, 120 to 145 and 175; during 1917, 145 to 
225; during 1918, 165 to 235; during 1919, 230, then down to 
185, then up to 245; during 1920, 220 to 275; during 1921, 150; 
lower since that. 

The above is said to be of general commodity prices. Defendant 
insists that the curves of prices for particular items in question are as 
follows: 

Taking 1915 as 100, 1916 is 125, 1917 is 158, 1918 is 192, 1919 
is 210, 1920 is 239, 1921 is 204, and the average for the five years, 
1915 to 1919, is 157. If the average had been determined for the 
seven years, 1915 to 1921, the average would have been higher. 


It may be noted that while it is assumed in this case that the 1914 
price level was about normal, it is said to have been 50% above the 
1897 level. See note, Southwestern Telephone Company v. Public 
Service Commission, supra, at page 303 (43 S. Ct. 544), where there 
is a discussion of probable future decline in price levels. The commis- 
sion also had before it prophecy as to future prices. Some comment 
is made of nonproductive exchanges, particularly, and of type of 
equipment, station losses, and competitive exchanges, which might 
call for discussion, but, as they do not affect the result here reached, 


162 HARVARD BUSINESS REPORTS 


and, we think, may not arise again, we pass them without discussion. 
Considering all the evidence before us, the elements entering into a 
judgment of fair value (Smyth v. Ames, supra), according to each 
element due weight (Georgia Ry. v. R. R. Commission, supra), without 
slavish adherence to reproduction cost new (Minnesota Rate Cases, 
supra), noting the trend of prices (Newton v. Consolidated Gas Co., 
258 U. S. 165, 42 S. Ct. 264, 66 L. Ed. 538), and probable future 
costs (Southwestern Telephone Co. v. Public Service Commission, 
supra), recalling that a large part of this property was acquired during 
the war period and at very high prices, we must decline to hold that a 
valuation of the physical property of the company at the sum of 
$47,500,000, exclusive of working capital, will work confiscation. 


8. Going Value. “That there is an element of value in an assembled 
and established plant, doing business and earning money, over one not 
thus advanced, is self-evident. This element of value is a property 
right, and should be considered in determining the value of the prop- 
erty, upon which the owner has a right to make a fair return, when the 
same is privately owned, although dedicated to public use.’’® 

The commission made no finding of any amount for going value, 
stating that the subject had been given such consideration as it was 
entitled to receive. As we read the opinion of the commission, the 
consideration given was a denial of anything for going value, for the 
reason that the cost of attaching business had been paid out of earnings. 
The special commissioner reported: 

Unless defendant by clear and convincing proof has shown that 
the expense of attaching business has not been paid in the over- 
head expenses or otherwise by the public, or, if not so paid, then 
that the commission has not taken it into consideration in fixing 
the rate base of fair value of property, the finding of the commis- 
sion on going concern value must stand. The commission did con- 
sider it, and found it had been paid by the public in the operating 
expense. 


Assuming that the cost of attaching business has been paid out of 
earnings, there is no evidence that the funds were not earned lawfully, 
no evidence that they were not rightfully the property of the company. 
Considerable or attractive dividends have not been paid. A denial of 
anything for going value on this ground cannot be sustained. That 
past high or excessive rates offer no bar to enjoining a present non- 
compensatory rate is a question we need not discuss. 

It is said in Lincoln Gas Co. v. Lincoln, supra: 

Again, we question the propriety of the master’s treatment of 

“going value,” which he seems to have estimated at less than other- 

wise he would have placed it upon the theory that the company’s 





® Des Moines Gas Co. v. Des Moines, 238 US. 153, 35 S. Ct. 811, 59 L. Ed. 
1244. And see Adams Express Co. v. Ohio, 166 US. 185, 17 S. Ct. 604, 41 L. Ed. 
965, and Denver v. Denver Union Water Co., 246 U. S. 178, 38 S. Ct. 278, 62 L. 
Ed. 649. 


MICH. PUBLIC UTIL. COM. v. MICH. STATE TEL. CO. 163 


business had been developed, at the expense of the public, in the 
expenditure of past earnings exceeding a fair return upon the 
capital invested, and this without any finding, or any clear evidence 
to which our attention has been called, that past earnings were 
excessive.® 


The company was entitled to allowance for going value, the amount 
to be determined fairly by the commission from the facts, including the 
financial history of the company. 


g. That an order of the commission is applicable to franchise con- 
tract rates in the cities of St. Joseph and Benton Harbor, is settled by 
the authorities and statutes reviewed in the opinion of the commission. 

In briefs and argument, counsel on both sides, and for the city of 
Detroit and the other cities, have covered the questions very fully and 
thoroughly, and have aided the court greatly. In fairness to the com- 
mission, it should be said that the record before us contains evidence 
which was not before commission. 

The bill of fees and expenses of the special commissioner, when ap- 
proved by this court, will be paid by the state. 

Writ denied, without costs. 


SHARPE, STEERE, FetLows, and Moore, JJ., concurred with 
Crark. C. J. 


[Mr. Justice Brrp dissented in part, holding that the court 
should not review the merits of the commission’s orders by man- 
damus proceedings and concluding by saying: ] 


The “order to show cause” should be dismissed because improvi- 
dently issued. No steps having been taken to review the order of 
the commission by the statutory appeal within the statutory time, 
the rates fixed by the order of the commission should be declared 
to be in force. 


Wiest, J. (dissenting). I cannot concur in the opinion of the Chief 
Justice nor in that of Mr. Justice Biro. 

This court has jurisdiction. Whether rates fixed, by or under legis- 
lative authority, are unreasonable is a judicial question. Rate making, 
for public utility service, is primarily a legislative function; it may be 
delegated to a commission created and empowered by legislative enact- 
ment, but rates established must admit of judicial review as to lawful- 
ness. Identical jurisdiction was entertained by the Supreme Court of 
Kansas in State ex. rel. Hopkins v. Southwestern Bell Telephone Co. 
115 Kan. 236, 223 P. 771, P. U. R. 1924D, 388. The order of the Pub- 
lic Utilities Commission, and the findings and conclusions of the special 
commissioner confirmatory thereof, are presumed to be correct in fact 





9See, also, Monroe Gaslight Case, supra; Newton vy. Consolidated Gas Co., 
supra; Bluefield Waterworks Case, supra; Georgia Railway & Power Co. Case, 
supra; Galveston Electric Co. v. Galveston, 258 US. 388, 42 S. Ct. 351, 66 L. Ed. 
618; Houston Case, supra. 
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and in law, but the exceptions to the report of the special commissioner, 
and the assertion that the order of the utilities commission is unreason- 
able and confiscatory, requires this court to examine the evidence and 
come to an independent conclusion thereon. We do not, of course, fix 
rates, but only determine whether the rates fixed are unreasonable and 
therefore confiscatory. 

The commission invoked the judicial power of this court, and this 
enabled the Telephone Company to invoke protection of its property 
rights. One test of jurisdiction is the effect of judgment herein between 
the parties before the court. Under the issues presented, a determina- 
tion by independent conclusion, upon the evidence, will bind the 
parties.*° 

I dissent from the opinion of the Chief Justice upon the question of 
depreciation reserve. The depreciation reserve was something more, 
in this instance, than a mere book entry. A utility, not acting under 
public regulation, may set up a depreciation reserve and upset the 
same at will, but a utility under public regulation, asking for and 
receiving a return for the purpose of establishing a replacement fund 
on a life table basis, has received from ratepayers a fund, the regula- 
tory commission was bound to grant, and a correlative duty rests upon 
the company to employ the fund for the purpose it was asked for and 
received, and for none other. The creation of this depreciation reserve, 
or, more correctly speaking, replacement fund, was empowered by law, 
and the rate was approved and the purpose thereof declared by com- 
mission order. It was authorized for a purpose, accumulated for a 
purpose, and diverted therefrom. It was impressed with the purpose 
of maintaining the rate base and amortizing the investment, and could 
not be employed to increase the rate base. A depreciation reserve is 
permitted and set up to protect property rights, and not to be other- 
wise capitalized. It maintains interests of the investors, but it does 
not create any added interest. The ratepayers may not be required to 
establish a depreciation reserve and then held as underwriters, to pay 
a return thereon if the reserve is employed to extend and enlarge the 
plant. 

Depreciation reserve is not a part of the capital paid back to the 
company for the purpose of increasing the value used and useful in 
supplying service, and therefore swell the rate base. It is paid to 
replace capital investment used up, in fact or theoretically, in the 
service rendered. It is to keep good the investment and to save the 
investors from loss, but not to increase in any way the rate base upon 
which the users are made to pay a return. There seems to be no 
deferred maintenance involved here. There is evidence of lessening 
of worth arising from wear and the action of the elements and obso- 
lescence, and there is also evidence of appreciation. This reserve was 
intended to amortize the investment. Instead it has been employed to 
extend and enlarge the investment. This, instead of replacing equip- 


1 Van Wert Gas Light Co. v. Ohio Public Utilities Commission et al., 299 F. 670, 
P. U. R. 1924 C, 722. 
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ment, adds thereto, and, by increasing the rate base, swells the return 
to be made by the ratepayers. It constitutes no increase of investment 
by the owners, but is a contribution exacted from the ratepayers for a 
lawful purpose, diametrically opposed to increase of value, and this 
prevents the same from being diverted to capital investment. 

I do not understand that the depreciation reserve in question has 
been employed to meet current depreciation. If it had been it would 
not increase the rate base. The reserve was given to maintain the 
integrity of capital investment. The law exacts it for such purpose, 
and will not permit it to be employed in extensions, and thereby first 
compel the ratepayers to create a fund, and thereafter pay a rate 
thereon to the company. The service now rendered is practically 100% 
use of the present equipment. This negatives past and prospective 
depreciation beyond current maintenance. But it is said there is a 
limit to the usefulness of equipment, and a life table is set up. This 
is mere theoretical depreciation. This plant, as a whole, will never run, 
until some day, like the ‘“‘one-hoss shay,” it will go all to pieces. The 
theory of a depreciation reserve, as distinguished from a replacement 
reserve, in the case of a utility like defendants, which has reached its 
gait, is indefensible, duplicates current expense of maintenance, creates 
a fund based on theory and never supported by eventual conditions, 
and offers a temptation to employ the same to swell the capital invest- 
ment and increase the rate base. The replacement reserve, having been 
invested in additions and taken into consideration in determining the 
fair value of the property used and useful, should be taken out. It 
was taken out by the commission, and I approve of the deduction. 
Existing observable depreciation was considered by the commission 
and deducted in fixing the present value. This was proper. 

Going Concern Value. The history of this company precludes right 
to a percentage addition for going concern value. It is impossible to 
find the value of the tangible assets without consideration of the estab- 
lished business. The commission was right in so giving consideration 
to the subject, and the valuation fixed adequately reflects going con- 
cern value. 

American Telephone & Telegraph Company Contract. The Ameri- 
can Telephone & Telegraph Company owns all of the common stock, 
and nearly all of the preferred stock, of the Michigan State Telephone 
Company. No court has yet held that a rate must be established to 
care for the 414% contract, regardless of the value of services rendered 
by the American Telephone & Telegraph Company. Suppose the con- 
tract called for 50% of the gross revenues of the Michigan State Tele- 
phone Company? Except as intensified, the question would be the 
same. In considering this contract the distinction must be kept in 
mind between mere contract cost and the value of services actually 
rendered. Corporate management, and not courts, make contracts, 
but courts, and not corporate management, determine, in a rate case, 
what return will cover the services rendered under a contract, and will 
not say a return fully compensatory for actual services rendered is 
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unreasonable, and therefore confiscatory, because less than such a 
contract as we have here stipulates. : 

We find a hand reaching for rate returns, the fingers of which are 
those of the local company, but the manipulating arm is that of the 
American Telephone & Telegraph Company, which owns the local com- 
pany. As blind old Isaac said: “The voice is Jacob’s voice, but the 
hands are the hands of Esau.” 

The possible vice in this contract is not met by saying that the 
relation between the companies demands strict scrutiny of the dealings, 
but the contract is valid, and management of the utility must be left 
to the owners. What purpose does strict scrutiny serve if the result 
thereof may not, in any event, affect contract stipulations? 

The ratepayers must compensate for the services rendered. Tangible 
property and intangible property rights enter into the measure of 
service rendered. What service is rendered ratepayers under the Ameri- 
can Telephone & Telegraph contract? The commission measured what 
they considered the actual services rendered. Defendant company 
stands upon its contract with its owner. The commission planted de- 
cision upon actual services rendered. 

Case law, text-writers, and experts are at variance upon the questions 
involved. I have given my views without larding the opinion with 
supporting authorities. 

I approve of the findings of the commission. The writ should be 
granted. 


McDona tp, J., concurred in the result. 


ComMENTARY: This case is peculiarly interesting because it illus- 
trates the helplessness of persons untrained in accounting when they 
try to interpret accounts. It at the same time illustrates the unfor- 
tunate habit, among accountants, of using terms with ambiguous mean- 
ings. Even the majority of the court merely “think” the treatment of 
depreciation by the commission to be erroneous. It seems to have 
occurred to no one that the figures are an indication of facts, and that 
the facts can be read from the accounts. No one needs to fall back on 
“opinions” when the facts are at hand. 

The matter in dispute is the nature of the “depreciation reserve.” 
This is sometimes spoken of as a “fund” and is said to have been 
“invested.” Right here, possibly, is the origin of a large part of the 
confusion. We cannot tell, of course, how far the interchangeable use 
of these terms (“‘reserve,” “fund,” “investment” ) is due to careless use 
of words, and how far it is due to careless thinking. That they are 
not interchangeable, but either opposites or complements, is sufficiently 
clear on the mere realization that funds and investments are always on 
the asset side of balance sheets and reserves always on the opposite 
side. 
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The commission maintained that the depreciation reserve of $9,- 
500,000 “cost the company nothing,” for “it was derived from rates 
paid by users of its service.” Did the commission think that this re- 
serve was an asset, though on the credit side of the balance sheet? In 
order to understand what it was, we must see how it happened to be 
on the books. 

The usual method of building up reserves for depreciation is to 
credit the account representing the reserve, and to charge to operating 
costs, such sums as seem to represent the shrinkage in the value of 
property, through wear and tear, obsolescence, depletion, and so forth, 
after taking into account such repairs and replacements as have been 
made. This charge to operations is treated as a cost, exactly as are 
sums paid for repairs, wages, insurance, taxes, and so forth, and no 
profits are deemed to have been made unless the income is sufficient 
to meet not only the out-of-pocket expenses but this depreciation charge 
as well. Why? Because depreciation represents the consumption of 
property in the conduct of business as truly as do repairs, wages, in- 
surance, or taxes. The only difference between repairs and depreciation 
is that in one case you spend your cash and thus keep (keep up) your 
other property, and in the other case you spend (consume) your other 
property and thus keep your cash. One is as truly cost as is the other, 
for each is as truly a consumption of value as is the other. Our re- 
serve for depreciation, then, represents merely a consumption of assets, 
a hole that has been made in the assets, an overvaluation of assets. 
It would be simpler and would avoid much confusion, if for deprecia- 
tion the bookkeeping entries would charge operating expenses (sub- 
division, depreciation) and credit the account for the assets depreciated, 
just as they charge operating expenses (subdivision, repairs) and 
credit cash; but the custom of crediting a reserve account has grown 
up in order to preserve on books of account the original charge to the 
asset account (presumably cost) for statistical use, and to preserve in 
the depreciation-reserve account the estimated depreciation from that 
original figure. The reserve for depreciation, then, instead of repre- 
senting assets, as the commission appears to interpret it, actually repre- 
sents a hole in the assets—an overvaluation representing partial ex- 
haustion. The term “reserve” indicates the need of reserving certain 
assets to make good the inroads made into other assets—that is, since 
certain assets are overvalued, other assets of equivalent value must be 
reserved from distribution as dividends, else capital will be impaired. 

Singularly, however, sometimes reserves have a different origin— 
though not usually reserves for depreciation. Sometimes a company 
desires to reserve assets from distribution as dividends not because other 
assets are overvalued, but because sound financial policy requires, or 
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recommends, the accumulation of profits. Then also are reserves set up 
on the credit side of the balance sheet, but they are merely surpluses 
with special labels to indicate ultimate purpose—as reserve for expan- 
sion, reserve for extraordinary depreciation, reserve for establishment 
of a pension system. These, it should again be noted, do not repre- 
sent assets, for they are on the wrong side of the balance sheet. They 
represent the source of assets—namely, profits. The difference be- 
tween these two types of reserve is fundamental—a difference of kind 
and not of degree. One is a device to protect original investment from 
exhaustion through inadvertence, through failure to take account of 
exhaustion of property, and must be met out of gross income before 
there can be any net income: the other is a device for applying net 
income, after all costs, including depreciation, have been met out of 
gross income, to various future ends. 

The commission in this case apparently assumed the reserve for 
depreciation to be of the type described in the paragraph above—for 
they say that it is not cost to the company, but contribution by cus- 
tomers. Unfortunately the terms commonly used in accounting are 
so ambiguous that, on the face of it, the reserve in question here might 
be of that type, for most accountants use the term “reserve” indif- 
ferently for the two types of things just described. A few, however, 
confine this term to surpluses reserved, and use the term “allowance,” 
which automatically implies a deduction, for those which represent 
holes or overvaluations in assets. If the reserve in this case had been 
called “allowance for depreciation,” possibly confusion would not have 
arisen. 

How do we know that here the term “allowance” would have been 
appropriate? How do we know that it did not represent profits arising 
from rates that gave the company a surplus cloaked under the claim 
that it represented consumption of assets? “The commission found the 
total of depreciation, physical and functional, to be $9,500,000,” and 
“the balance in the depreciation fund [sic] equaled the existing de- 
preciation.” So the reserve account actually represented the exhaustion 
of assets in rendering service to the public; it had been built up by 
credits which were made when operating expenses were charged for 
that exhaustion; and, though the public had paid for that exhaustion 
in the rates charged, the public had done so exactly as it paid for any 
other costs, like repairs, wages, and so forth; and the reserve did not 
represent any excess payment of the public over costs (i.e., profits) , but 
merely the amount of exhaustion, of some types of property, which 
must be offset by an increase in other types of property if capital was 
not to be depleted. In this case we are told that the amount of the 
depreciation reserve had been invested in new property, so that the 
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depreciation in one group of assets was offset by investment in another 
group. 

Let us summarize the facts as they have now developed. The com- 
pany was gradually exhausting certain types of property beyond what 
current repairs and replacements could make good—some of this being 
obsolescence rather than physical exhaustion of certain property. For 
this, rates charged to customers were presumably compensatory. In- 
stead of crediting accounts representing the property exhausted, the 
company credited a reserve account representing the hole made in the 
property. The sums collected from its customers in payment for such 
exhaustion of property it could not wisely use to replace the property 
exhausted, for the property was not yet exhausted completely. The 
company therefore offset such partial exhaustion in one set of equip- 
ment by adding new pieces of equipment elsewhere, so that the value 
of the property as a whole was maintained. The cost of these new 
pieces was either added to the property accounts, or charged against 
the reserve for depreciation, and they amount to the same thing, for 
one adds to the gross figure and leaves the hole account (the reserve) 
untouched, increasing the net, and the other leaves the gross figure 
untouched but reduces the hole account, again increasing the net. The 
final result is that: (1) the public has had the benefit of the partial 
exhaustion of certain property; (2) it has given compensation; (3) the 
company has used that compensation to add new property of value 
equivalent to the exhaustion of old property, preserving but not in- 
creasing (through any of these operations) its actual capital invest- 
ment; and (4) the accounts show a reserve for depreciation to indicate 
by how much the actual value of the property is less, because of 
exhaustion in public service, than the book value. 

These are the facts disclosed by the accounts. We have the further 
fact that the commission valued the properties of the company used 
and useful in public service, after allowing for depreciation, at $47,- 
500,000. Let us now observe the contentions. The commission de- 
ducted the reserve for depreciation of $9,500,000 from the $47,500,000 
named above, and fixed a rate base of the resulting $38,000,000 (omit- 
ting $1,500,000 for working capital, which is outside of our discussion). 
The company demanded that the full $47,500,000 be used as a rate 
base, and counsel contended that the reserve for depreciation was not 
deductible because (at least he seems to imply this) it was a mere 
bookkeeping entry not affecting the value of the property. The 
minority opinion of the court declared the reserve to be “something 
more than a book entry,” and wished it deducted from the $47,500,000. 
At this point it is well to observe that a third contention has often 
been made in similar cases, and even upheld by the courts; namely, 
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that the full value of the property new, without any deduction for 
either actual depreciation or depreciation reserves, should be used as 
a rate base.** The theories of the relation of depreciation to a rate 
base, then, come in essence to three: (1) both actual depreciation 
and any reserve for depreciation should be deducted from the value 
new; (2) actual depreciation should be deducted, but not in addition 
any reserve for depreciation; (3) no deductions from the value new 
should be made for depreciation. 

The first of these theories is that of the commission and of the 
minority of the court, and is based on the premise that the reserve 
consists of assets taken from the public in excess of the amount re- 
quired to compensate for costs, and is added to the company’s capital 
investment. Not the company, but the public has provided this capital, 
is the contention. The trouble with this theory is that the premise 
is contrary to fact. The reserve does not represent either assets or 
the source of assets: it represents the negation of assets—the absence 
of the assets reported on the other side of the balance sheet, the over- 
valuation due to the fact that though the assets have been exhausted 
the original figure is preserved for statistical purposes. Though it is 
true that the sums got from customers to compensate for depreciation 
have gone into new assets, these new assets have not added to the 
capital investment; they are merely substitutions for the assets con- 
sumed (which are kept on the books for statistical purposes, but shown 
by the reserve account to be depreciated). The minority of the court, 
however, is quite right in saying that the reserve for depreciation is 
more than a mere bookkeeping device and the counsel for the company, 
though he is wrong in implying that it is only a bookkeeping device, 
is right in saying that it does not affect the value of the property. The 
simple fact is that it truly represents, when properly kept (as appar- 
ently it was here), the statistical overvaluation of the property, which 
is exactly what it is meant to do. The real flaw in the position of the 
commission and of the minority of the court is that the actual depre- 
ciation has already been deducted once in obtaining the figure of $47,- 
500,000, and to deduct the reserve for depreciation of $9,500,000 is 
to deduct the same thing twice—for the reserve is only the bookkeeping 
record of the fact of actual depreciation. 

An interesting fact is that the commission appears to have been mis- 
led by a court decision (the Louisiana case cited) which did deduct 

11 In the case of New York and Queens Gas Company v. Newton (U. S. District 
Court, 269 Fed. 277, December 13, 1920), the master refused to make any deduction 
for accrued depreciation, for a depreciation reserve he deemed unnecessary and 
unsound. Though this was not a point at stake in the case, and hence only an 
obiter dictum, since the same master was appointed in seven other cases and his 


decision in this case was upheld by the court. the point of view is obviously deserv- 
ing of consideration. 
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reserve for depreciation, for it failed to observe that in this Louisiana 
case the deduction was presumably made from a figure of gross prop- 
erty values from which no allowance for actual depreciation had yet 
been made. As a matter of fact, in most cases the reserve for depre- 
ciation is deductible, for in most cases the gross figure (cost, or repro- 
duction-cost new, or going value) is used basically. This Michigan 
case chanced to be one of those in which, since the approach was dif- 
ferent, the treatment should be different. 

The decision of the court is clearly based on the facts as found from 
the accounts; but unfortunately the opinion accompanying that decision 
is expressed in such ambiguous language that it hardly clarifies the 
situation. “Charges,” “funds,” “costs,” and “losses” are so vaguely 
used that we can hardly wonder that the court merely “thinks” the 
contention of the commission erroneous. The minority of the court was 
left free to think otherwise, merely because the facts were left unde- 
termined. 

The third contention, that no deduction should be made for depre- 
ciation from the gross rate base, though it did not appear in this case, 
is common with a large group of engineers. Granting the facts about 
the reserve for depreciation as indicated above, claim is made that, 
since property wears out or becomes obsolete and provision must be 
made for replacement, operating companies must be allowed fair rates 
of return not only on actual investment less depreciation, as upheld in 
the decision of the court in the case under consideration, but on a sum 
in addition sufficient to replace the property in original condition—in 
other words, on the value of the property before depreciation is de- 
ducted. 

This is one of the numerous illustrations of an argument that is 
theoretically sound but practically untenable. The fact is that in very 
few industries is the plant, or other fixed assets, as a whole ever restored 
to a virgin condition. Only when all equipment happens to be bought 
at the same time and to have the same mortality, or when equipment 
is bought at different times but happens to have varying mortalities 
inversely with the lateness of purchase, does this happen—and that is 
virtually never. (Once in a great while something approaching it hap- 
pens to a textile mill.) It is certainly hardly conceivable with a public 
utility. After an industry is once started, it not only will never again 
be 100% new (that is, undepreciated), but it requires no fund to make 
it 100% new. Since, in all large industries, some articles of equipment 
are long-lived and some short-lived, the normal operating condition 
uses much property that is near the stage of retirement, much that is 
in middle age, and much that is new—an average of perhaps 60% 
newness, or 75%, or 90%. The normal operating circumstance, more- 
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over, as we have seen, is that the public pays for the depreciation and 
thus provides funds to compensate for property consumed (depreci- 
ated). Yet we have seen that the industry will never actually fill the 
hole made by depreciation, for its property will never again be wholly 
new. In other words, its normal, inevitable, operating condition is 
one with a large hole in its assets, and the public has paid it for the 
hole which has been made. 

If the business is not expanding, it is soon overcapitalized: for it 
started with a capitalization adequate, we will suppose, for a condition 
of universal newness; it has now attained a normal condition of partial 
newness; and the public has returned to it, in rates compensating for 
depreciation, the capital exhausted but never again needed. How can 
the public be asked to pay rates that will compensate for the use of 
capital that is no longer employed—because it has once been paid back 
to the company and is not reemployed for replacement? The capital 
no longer needed for public service should be either returned to stock- 
holders, or invested for a yield elsewhere; but in the latter case it is 
not employed for public use and therefore should not enter into the 
calculation of rates for public service. In other words, the depreciation 
which is normal, bringing the property down to a normal operating 
condition, should be deducted when we try to find the value of capital 
employed for public benefit and entitled to a fair return. 

Yet, of course, most public utilities are not standing still. They 
are either declining or expanding. In the former case, when capital 
assets are exhausted, replacement does not occur, and the sums which 
the public pays for the exhaustion of capital (depreciation as an oper- 
ating expense, met out of rates charged) are set free for investment 
outside or for the retirement of stock. So no longer need the original 
value of the property be used in a rate base, but only such value less 
the depreciation. 

Now let us examine a business that is expanding. Capital is released 
through the exhaustion of a part of the original value, for the exhaus- 
tion is recouped through charges for service and the capital does not 
need to be put back into the property for replacements, for the plant 
never again needs to be 100% new. This creates a fund out of which 
expansion can be provided (at least in part). In other words, as was 
indicated in the case under discussion, the new property, though an 
addition to the number of units of property, is not an addition to the 
value of property, but is a substitution for the portion of value of old 
units exhausted in public service. To put this more concretely, the 
exhaustion, by depreciation, of $200,000 of the original value of any 
$1,000,000 plant, should provide, through service rates, for the pur- 
chase of $200,000 of new equipment for expansion if needed, so that 
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instead of a $1,000,000 plant without depreciation, as originally, the 
utility now has a $1,200,000 plant with a $200,000 hole in it (repre- 
sented by the reserve for depreciation). Of course the actual invest- 
ment is the same in either case, and the public should pay the same 
rates if it is to pay the same fair return on the investment. So here, 
too, the depreciation should be deducted from the value of the assets 
new. This is the ground for the decision cited in the Louisiana case, 
unfortunately used by the commission in a case entirely different. It 
is also the ground on which the court upheld the company, except that 
the deduction used was the actual depreciation rather than the reserve 
for depreciation—but as the reserve was the bookkeeping record of the 
actual depreciation, the two were the same thing. The commission 
deducted both figures, not realizing that they were thus making the 
same deduction twice. 

One more misapprehension is common in this connection. The prop- 
erty, we are often told, is as good as new—in perfect operating con- 
dition—in better operating condition than when new. Even when that 
is granted, the necessity for an allowance for depreciation remains. 
Even though an automobile runs better after a mileage of 5,000 than 
when new, as a matter of fact it has a future life of less than it origin- 
ally had by 5,000 miles; and it is this fact, as affecting its value, that 
accounting must record. The exhaustion of future productive life 
always affects value. 

To summarize this rather long commentary, rates for public service 
should compensate for the exhaustion of capital assets (as they vir- 
tually always do); this exhaustion is commonly recorded on the credit 
side of balance sheets as “reserve for depreciation,” “accrued depre- 
ciation,” “allowance for depreciation,” or something of that sort; it 
commonly represents not assets or profits, but a hole in assets, an 
overvaluation of assets; what the utility received as compensation for 
this exhaustion is included in items on the assets side of the balance 
sheet, though seldom separately labeled; such assets may be cash, or 
a special fund, or may be new property; but in any case they are 
merely substitutes for the exhausted property, and do not add to the 
total property—that is, the total property is now the property shown 
on the balance sheet minus the item of depreciation; and to find a 
fair rate base one must deduct the depreciation from the gross value 
of the property. 

It will be noted that we are not concerned in this case with the 
problem of finding a fundamental rate base—whether original cost, 
reproduction value new, or something else. The deduction for depre- 
ciation is logically called for under any theory that uses value of the 
property new, with or without an addition for “going value,” for its 
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fundamental rate base. Only in the rare cases when the reserve for 
depreciation means actual surplus rather than overvaluation of assets, 
or in those cases where the depreciation is so heavy that funds must 
be provided for bringing the property back to normal operating age 
and efficiency, can a rate base be found without deducting the allow- 
ance for depreciation (assuming the amount to be correctly calculated 
and entered on the books). In those two sorts of cases an entirely 
new set of conditions is to be faced, which, of course, is another story 
having nothing to do with the case under discussion. 


November, 1925 W. M. C. 


TWIN STATE Gas & ELEcTRIC COMPANY 
PUBLIC UTILITY—GAS AND ELECTRICITY 


OPERATING Costs—Low Operating Costs Preferred to Low Initial Cost. A 
gas and electric company which needed additional power in one of its 
divisions decided to secure the power by constructing a transmission line 
between that division and a division 52 miles distant, rather than by 
installing an additional steam turbo-generator. The company’s estimates 
indicated that, although the steam station would cost less, initially, than 
the transmission line and would be less difficult to construct, the trans- 
mission line would make possible more economical operation. 


(1921) 


An engineering investigation made in 1921 indicated that there 
were two feasible methods by which the Twin State Gas & Elec- 
tric Company could provide the additional power service required 
at the company’s St. Johnsbury division. The first was the 
installation of an additional steam turbo-generator at the steam 
station in St. Johnsbury; the second was the construction of a 
52-mile transmission line to connect the St. Johnsbury division 
with the Berlin division. 

The Twin State Gas & Electric Company, which was a sub- 
sidiary of the Middle West Utilities Company, operated electric 
lighting, power, and gas properties in Maine, New Hampshire, 
Vermont, and New York. The St. Johnsbury division served St. 
Johnsbury, Passumpsic, Concord, Danville, and Lunenburg, Ver- 
mont. The industrial power load in St. Johnsbury was large 
for a community of its size. The division earned about one-third 
of its gross revenue in 1920 by supplying energy to power cus- 
tomers; it sold 71% of its output to this class of users. 

The Berlin division served Berlin, Gorham, and Milan, New 
Hampshire. These communities did not have many industrial 
companies, except the large paper mills which generated their 
own power. In 1920 this division derived 82% of its gross 
revenue from the furnishing of lighting, heating, and cooking 
service; it sold 58% of its output for these uses. The paper 
mills consumed small quantities of surplus hydroelectric energy 
when the division could supply it at a low price. 

In 1921 the St. Johnsbury division had 5 low-head hydro- 
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Exhibit 1: Typical load curves in 1921 of St. Johnsbury Division of Twin State 
Gas and Electric Company. 
electric plants on the Passumpsic River, with an installed capac- 
ity of 1,427 kilowatts. This capacity was sufficient to utilize the 
available river flow throughout the year, except during a 10-week 
period in the spring. The minimum stream flow during periods 
of low water was enough to generate only about 300 kilowatts. At 
one of the hydroelectric stations near the load center of the divi- 
sion the company had installed a 500-kilowatt steam turbine unit 
as an auxiliary to the hydroelectric turbines. The maximum load 
in 1921 was about 1,200 kilowatts, and occurred during the day 
time in December. Exhibit 1 shows typical daily load curves for 
the St. Johnsbury division in the spring and winter of 1921. 
The Berlin division received its energy from a 1,280-kilowatt 
hydroelectric station at Gorham, which utilized a 14-foot head of 
water on the Androscoggin River. The flow of this river was 
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Kilowatts 





Exhibit 2: Typical load curves in 1921 of Berlin Division of Twin State Gas and 
Electric Company. 


comparatively uniform throughout the year, and the company 
could increase the capacity of the Gorham station to 3,000 kilo- 
watts by the installation of more efficient units and the dredging 
of the tail race. The maximum load in 1921, 1,000 kilowatts, 
occurred in the evening in December. Exhibit 2 presents typical 
daily load curves in 1921 for the Berlin division. 

The company estimated the cost of adding a 750-kilowatt 
turbo-generator to the steam plant at St. Johnsbury at $112,749, 
about $61,000 less than $174,361, the estimated cost of the trans- 
mission line and substations. The time required for construction 
would be about the same for the transmission line as for the steam 
station. Exhibits 3 and 4 present the detailed estimates of the 
cost of those two plans. 

The company estimated that, with an addition to the steam 
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EXHIBIT 3 


ESTIMATED CONSTRUCTION Cost or ADDITION TO STEAM PLANT 
AT St. JOHNSBURY Division oF TwIN STATE 
Gas & Etectric Company 


eee 





Items Amounts 

Soo ff. standard-gauge railroad track.,.......1.....¢..)..2..000). $ 2,000 
Additional coal storage, including concrete dump pocket, incline and 

retaining wall oo yd..caane ue cent tone ee ee ee “1,800 


Boiler-plant building addition, concrete footings and pilasters, brick 
panels, tile, tar and gravel roof to match present structure, 25 ft.x 35 


PE x SOs tt. night) a Alay Wr a coe spats oe oa ea 3,500 
Generator-room building addition, construction similar to above, in- 

cluding removal of existing west wall, ro ft.x 34 ft.x 18 ft.......... 1,375 
Two 300-h.p, B. & W. water-tube boilers, hung on steel, including set- 

tings, grates/and fittings scs.cacs. vee. site ee ee 18,000 
Boiler-room piping, stack breeching, feed-water heater, feed-water 

POUTTVDD Pins oresekcnsy.oso.s\0) sei vcwile's (aia) shel ate (hole van eiel ret encko eee erat eo heen 7,500 
Clearing floor area, excavation for generator and condenser founda- 

House £00 Vel. ois cect tanca tos) area aac ceees ase 800 
Moundation S0-Vd.ccdsest ert ve carted cc eee goo 
750-kw. steam turbo-generator unit, erected complete with switch- 

boardiand ‘electrical connections, 2. .i0.. 020). 0s. l2utns one 26,000 
1,500 sq. ft. surface condenser, complete with auxiliaries and erected... 19,000 
Generator-room steam and water Piping wair ductswetee ee see eee 4,000 
Steel stack with foundations and flue connections erected............ 8,000 

Subtotal $ 92,875 
interestiduring construction, 592. <..s%6a<.uih eel ee 4,643 
PONS MMCETING 3 osc ais ante hctes teniccd ncaa ate ee 2,786 
Olicevexpense (construction), 2%). 20.2. 00h eee et ee 1,857 
Casualty insurance, contractors’ bond, eters ce eerie ae 5,805 
Contractors’ profit, 15% on items suitable for contractionly...erer 4,783 

cLotal Estima tergau ests cite as oa ae! ee nee $112,740 


Stade 


plant, in 1922 the cost of supplying energy to St. Johnsbury would 
be 5.3 cents per kilowatt hour, in 1923, 4.8 cents, and in 1924, 
4.3 cents. Exhibit 5 shows the company’s computations of these 
estimates. 

The company estimated that energy delivered at St. Johnsbury 
from Gorham would cost, including fixed charges on the trans- 
mission line, 2.67 cents per kilowatt hour in 1922, 2.53 cents in 
1923, and 2.38 cents in 1924. The company based these esti- 
mates on a switchboard cost of 1.5 cents per kilowatt hour at 
Gorham, and upon the expectation that the St. Johnsbury division 
would sell energy at specified periods of the year to the Berlin 
division. Exhibit 6 gives the company’s computations of these 
estimates. 

Analysis of the load curves and other operating conditions for 
several preceding years and a forecast of subsequent load growth 
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EXHIBIT 4 


EsTIMATED CONSTRUCTION Cost oF TIE LINE AND SUBSTATIONS 
NECESSARY TO CONNECT ST. JOHNSBURY AND BERLIN Divt1- 
SIONS OF Twin State Gas & ELEectTric COMPANY 








Items Amounts 





St. Johnsbury No. 2 station, substation, wooden-pole and timber struc- 
ture with knife-blade disconnecting switches, choke coils and con- 


CrELeMbOU NG AL OMS uct ersste erstctelerelelelerar dere telal= etoile lelelelcloneleieiebeterereisisttersi she $ 2,000 
Three so00-kw. 2,300/33,000-volt oil-insulated, self-cooled, outdoor- 

type transformers with four 214% tapS.........ceeeseee cess eeees 4,125 
33,000-volt, three-phase outdoor-type oxide-film lightning arrester.... 1,350 


52 miles of transmission line, 35-ft., 7 in. top, Northern white cedar or 
chestnut poles, spaced 200 ft. to 250 ft. apart, No. 2 copper, Locke 
5233 or Ohio Brass 11623 porcelain insulators: 

1,300 poles, framed and delivered to place, at an average cost of $12 


ACMI eT mera Terr eee to ie ene) crotelere ells steel oralorelete Gl sneicNelelleustererctersievstecenn's 15,600 
R@ere) TINIE, Be Puss) Calo ssoscospoopnbandnpoden scone 900006086 9,750 
oe elo) (GROCER) mens, Me Whe GAN ono dnnosaGheeocouednosucGs000550000 2,600 
3,900 Keystone galvanized pins. .............seeeee reese ence eee eeee 3,120 
300 spring-thread galvanized ground-wire pins..................+++. 650 
4,300 O. B. 9403 or Locke 4451 imsulators..........+...--+.-.+-.--. 260 


Two 33,000-volt, three-phase outdoor-type oxide-film lightning arres- 
ters, en route, with concrete foundations, wooden pole and timber 
structure, TD-227 disconnecting-type expulsion fuses, protective fence 5,000 


1,300 sets pole hardware, exclusive of pins......-....--+eese eee eres 2,600 
650 anchors and guys, complete at $5 each.........-++seeeee eee eees 3,250 
159,000 Ib. of No. 2 medium-hard-drawn bare copper wire at 16% 
CETILSTOCIIV CLEC metieity ereiele icieie sisra state creme ie voici ein) selene sonal ote odeRehe vei staitcie 26,235 
55,000 Ib. of ws in. galvanized-iron strand.....-......++-seeeeeeeees 3,750 
260 ground rods and connections at $4......++- +s seers eee e eee 1,040 
1,300 telephone-line cross-arms, complete with hardware, pins and in- 
sulators at $2.50 CaCh..........s.cevevercrvcerercccresnstresnce 3,250 
31,400 Ib. of No. 9 iron telephone Wire......-....-e+ sees e eee eeeeee 2,200 
Two telephone sets, insulating transformers and protective apparatus, 
drainage coils, etc.......-+..- HLS ern aint nave ersts tlc é UNAM Ree) hee 400 
Gorham substation wooden-pole and timber structure with knife-blade 
disconnecting switches, choke coils and concrete foundations........ 2,250 
Two 750-kw. 2,300/33,000-volt outdoor-type, T-connected, two- to 
three-phase transformers with 4 214% taps on high-tension winding.. 7,125 
33,000-volt, three-phase, oxide-film lightning arrester..........+.---- 1,350 
Labor of erecting, 50 miles, at $425 per mile........-+..-+-++e+eeee 21,250 
Right-of-way, including salary and expenses right-of-way agent and 
clearing right-of-way of growth, 50 miles, at $400 per mle ast erevetetens 20,000 
Subtotal $142,155 
Subtotal Brought Forward........--.essee cece eet e ett eer enes $142,155 
Engineering, 3% (exclusive of right-Of-Way) ....:ccccrsseeeerserrace 3,665 
Interest during construction, 5Jo..--.-+- see ces rete eee e teen ree cees 7,108 
Office expense (construction), 2%0...+..+ssseeeeeeeee erent ececees 2,843 
Casualty insurance.......seesececercsescseseneeesreeesescnsesncees 6,375 
Contractors’ profit, 10% (exclusive of MiSht-Of=-Way)) elle ees leslie T2205 
TEaPaltctinda tetera nee ood fie mloniee eta Oey apne neneusehyaia08 


on eS a aanrnaaaaonSane 
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EXHIBIT 5 


EsTIMATED Cost or ENERGY AT ST. JOHNSBURY DIVISION OF 
Twin State Gas & ELEcTRIC COMPANY IF SUPPLIED BY 
ADDITION TO STEAM PLANT AT ST. JOHNSBURY 

















1922 1023 1924 
steam peak kilowattsa.ewervserseccisenner mite meter cine ele 950 1,100 1,300 
Steam output, kilowatt hours...............00+s000: 1,500,000 1,700,000 2,000,000 
Annual steam load factor, percentage ................ 18 18 18 
Fuel per kilowatt hour (pounds) ................5+- 5.25 5.00 4.75 
Priceof.coaly (per ton) 0 us ciae seein otra Me ieee 9.25 $ 8.75 $ 8.25 
liotalicostiof fuel i, aoacdeeneisttere ee -| $36,400.00 $37,200.00 $39,200.00 
Steam plantlabor........... $ 7,200.00 $ 8,600.00 $ 9,800.00 
General steam station expense. $ 3,600.00 $ 4,200.00 $ 4,800.00 
Steam operating expense.................--0. .| $47,200.00 $50,000.00 $53,800.00 
Total steam expense, operating plus fixed charges...... $70,447.00 $82,247.00 $86,047.00 
Total steam production cost per kilowatt hour (cents).. 5.30 4.80 4.30 





revealed that if the company constructed a transmission line, it 
would be unnecessary to operate the steam plant at St. Johnsbury 
except in emergencies; the Gorham hydroelectric station could 
supply all the surplus energy which the St. Johnsbury division 
required. From the combined generating stations, furthermore, 
approximately the same quantity of surplus energy would be 
available annually for sale to the paper mills in New Hampshire 
as the company had sold in any previous year. 

Because of the low load factor, with an addition the steam 
plant at St. Johnsbury would require from 5.25 pounds to 4.75 
pounds of coal per kilowatt hour during the three-year period 
for which the company made an estimate. The high price of 
coal, which ranged from $9.25 to $8.25 a ton, and the difficulty 


EXHIBIT 6 


ESTIMATED DELIVERED Cost oF ENERGY INTERCHANGED BETWEEN 
ST. JOHNSBURY DivisIoNn AND GORHAM By PROPOSED TRANS- 
MISSION LINE OF TWIN StTaTE Gas & ELEctRIc CoMPANY 




















1922 1023 1024 
Gross delivery from Gorham to St. Johnsbury, kilowatt 

IAOUES EE Ere Mere raat ine tote Wivehc nat ererniedt tala tars dee san eae el aes I,500,000 1,700,000 2,000,000 
Energy charge at 1% cents per kilowatt hour delivered.... $22,500 $25,500 $30,000 
Annual fixed charges on investment present St. Johnsbury 

Steatmustatlon Mim rman cee inicte cinaent nn et teeiaee $11,100 $11,100 $11,100 
Annual fixed charges on apportioned Vermont investment 

in-iransmission Line wa ieee oe oe ene $ 8,060 $ 8,060 $ 8,060 
Total gross cost of energy to St. Johnsbury............... $41,660 $44,660 $409,160 
Gross cost per kilowatt hour to St. Johnsbury (cents)..... 2.78 2.63 2.46 
Gross return, kilowatt hours, from St. Johnsbury to Gorham 600,000 600,000 600,000 
Gross receipts to St. Johnsbury for return energy at 0.27 

cents per kilowatt hour at St. Johnsbury switchboard. . . $ 1,620 $ 1,620 $ 1,620 
Net cost of energy to St. Johnsbury..................2-. $40,040 $43,040 $47,540 
Net cost of energy to St. Johnsbury per kilowatt hour 

(Cents ois) fr cei one © aN eae Cae CMe eas aR 2.67 2.53 2.38 


OL 
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of transporting coal during the winter because of the heavy 
snows, aggravated this condition. 

There would be difficulties, however, in the construction of the 
transmission line. Since the only practicable route lay across the 
Presidential Range of the White Mountains, and since owners of 
land and summer camps in this territory probably would offer 
serious objections to the plan, the cost of a private right-of-way 
was likely to exceed the estimate. Sturdy construction and spe- 
cial safeguards, furthermore, would be necessary to insure relia- 
bility of service during the winter snow storms. 

Operation of the transmission line would involve interstate 
transmission of energy. The statutes of New Hampshire and 
Vermont did not prohibit such transfer, however, and the execu- 
tives expected no difficulty in securing authority from the state 
public utilities commissions to build and operate the line. 

The Twin State Gas & Electric Company decided to build the 
transmission line because of an estimated ultimate saving of 
approximately 2 cents per kilowatt hour in the cost of energy at 
St. Johnsbury. The company built the line early in 1922, and 
placed it in operation during the summer. The total cost, includ- 
ing right-of-way and substations, was $165,000. The cost of 
right-of-way exceeded the estimate, but savings in labor items 
reduced the total cost. In 1924 the company enlarged and mod- 
ernized the hydroelectric station at Gorham. The company ex- 
pected that actual operating economies in the future would exceed 
those estimated. 


ComMMENTARY: ‘This case is interesting as illustrating the possible 
advantages of interconnection, because it shows the saving due to di- 
versity of two kinds: 


1. The diversity between the loads of the St. Johnsbury and the 


Berlin divisions; and 
2. The diversity between the stream flow on different watersheds. 


Both are important and, if intelligently studied and wisely used, 
these two diversity factors combined will result in lower costs due to 
more rapid capital turnover. 

The case should not, however, be taken as a precedent, because it is 
doubtful whether in this case the decision was wise. The estimated 
cost of the transmission line is only about $3,000 per mile, which is 
wholly inadequate to cover the cost of a reliable high-tension trans- 


182 HARVARD BUSINESS REPORTS 


mission line across the mountains. Weather conditions in that area are 
very severe; 66,000 volts should have been used to give reasonable 
operating efficiency, and duplicate lines are required to furnish reliable 
service. If unreliable, such a service is of doubtful value. 


January, 1927 P, C. 


Heriot, DALKEITH & Morrat STREET RatiLway Company! 
PUBLIC UTILITY—STREET RAILWAY 


STREET Rattway Fares—IJncreased to Meet Rising Cost of Operation. A 
street railway company, serving the suburbs of a large city but not 
extending into the city, secured the greater part of its revenue from 
holiday traffic, which, due to the increasing number of automobiles, was 
decreasing. In 1918, when the company was collecting three 5-cent fares 
and one 6-cent fare from four different zones, the cost of operation was 
increasing steadily, due to the rising level of prices. To meet its in- 
creasing costs, in June, 1918, the company raised the fare 1 cent in each 
zone, but revenues in the next few months showed a decrease, as com- 
pared with a similar period in 1917. The company then considered 
petitioning the Public Service Commission for an increase in fares of 
at least 4 cents in each zone or for permission to cease operation, but 
decided instead to ask only for a further increase of 1 cent in each zone. 


(1918) 


The Heriot, Dalkeith & Moffat Street Railway Company had 
been organized in 1899. It was situated near an eastern city 
with a population of about 900,000, and the 1934 miles of line 
ran substantially parallel with one of the railroads which served 
that city. The street railway served the three suburbs, Heriot, 
Dalkeith, and Moffat, but did not run into the city, although it 
connected at one point with the street railway of the city. The 
population of these suburbs, as shown by Exhibit 1, increased 
about 27% from 1900 to 1015. 











EXHIBIT I 
PoPpuLATION OF HERIOT, DALKEITH, AND MorFat, 
IQOO-I19I5 
Town Ig00 1905 IQIO IQIS Increases 
FT eTOt eactae eecsce ce 6,578 7,054 7,924 8,611 30.9% 
ID allkettieerers ciel sierra 4,534 4,702 4,797 5,606 22.3 
Motta tem messiness 5,442 5,959 6,316 6,928 27.3 

















16,604 175715 19,037 21,145 27.4% 





The greater part of the street railway’s revenue was obtained 
from holiday traffic on Saturday and Sunday; the district was 


1 Fictitious name. 





183 


784 HARVARD BUSINESS REPORTS 


a favorite resort for picnickers from the city. In 1909 the com- 
peting railroad had established a 15-mile zone around the city 
whereby commuters in this zone could buy 12-ride tickets at 
reduced rates. The Heriot, Dalkeith & Moffat Street Railway 
Company had decided that it was impossible to make a similar 
rate and ceased competing for this commuting traffic after 1910. 
No competitive jitney lines had ever been established, but the 
use of private automobiles by holiday seekers had materially re- 
duced the income of the company. In 1918, first-mortgage 
bonds, amounting to $250,000, had been outstanding since they 
were issued in 1903. The interest charges on these were $12,500 
a year. Common stock, on which no dividends ever had been 
paid, amounted to $300,000. 

The cost of operation in the years 1900 to 1915 had been 
rising steadily, but the increase in the price level after 191 5 made 
it almost impossible for the company to keep the costs below the 
gross revenue. Exhibits 2, 3, and 4 show the trend of operating 
expenses and operating revenues from 1900 to 1917. 


EXHIBIT 2 


TREND IN OPERATING EXPENSES AND OPERATING REVENUES 
or Heriot, DALKEITH & Morrat STREET 
RaILway CoMPANY, 1900-1917 


























Surplus or 
Year Operating Operating Net Operating Deductions Deficit for 
Revenues Expenses Revenue from Income the Year 
1900 $14,535 $21,244 $ 6,709* $ 1,261 $ 7,9707 
IQOL 18,563 24,001 6,428* 4,856 I1,284* 
1902 25,133 25,201 128" 7,265 7,393” 
1903 37,231 31,378 5,853 5,768 85 
1904 72,804 59,038 13,226 19,584 6,358* 
1905 78,108 63,1690 15,039 21,205 6,166* 
1906 86,344 61,599 24,745 23,665 1,080* 
1907 84,666 66,828 17,838 25,438 7,600* 
1908 90,020 73,031 16,989 26,824 9,835* 
1909 80,117 55,591 24,526 24,872 346* 
IQIO 55,813 38,767 17,046 18,678 1,632* 
IOI 02,817 58,534. 34,283 25,545 8,738 
IQI2 95,006 59,006 355304 23,300 11,908 
1913 04,615 65,352 29,263 24,255 5,008 
1914 05,224 65,204 30,020 25,079 4,941 
IQIS 91,405 68,842 22,623 23,749 1,1 26* 
1916 02,9058 71,241 21,717 23,258 1,541 * 
IOI7 88,469 78,6090 9,779 24,326 14,547* 
*Deficit. 





In 1918 every means of reducing expenses had been consid- 
ered carefully and there seemed to be no possibility of solving 
the problem in this way. Even maintenance had been neglected 
to an unusual extent. The only method whereby the company 
could continue to operate seemed to be to increase the fares. The 
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company then was collecting three 5-cent fares and one 6-cent 
fare from the different zones that had been established in 1915, 
when the number of zones had been increased from three to 
four, in order to provide a higher passenger revenue without in- 
conveniencing more than necessary the passengers who rode for 
a short distance. Prior to 1915 the fare had been 6 cents in 
each of the three zones. This change in the fare system had not 
resulted in a greatly increased revenue. In Exhibit 5, gross 
earnings by days of the week from August 9 to December 31, 
1915, that part of the year when increased fares were in effect, 
are compared with the similar period in 1914. 

The unsatisfactory experience of 1915 was a primary factor in 
the manager’s proposal for an increase in fares in 1918. If the 


EXHIBIT 3 


OPERATING ExpPENSES oF Heriot, DALKEITH & MorFat 
STREET RAILWAY COMPANY, 1909-1918 


















1909 IQIO IQII 1012 1013 
1. WAYS AND STRUCTURES 
a) Maintenance of Way...........--.-++-++ $ 403 $3,852 $5,639 $6,446 $ 7,713 
b) Maintenance of Electric Lines............ I,III 27 QII 99 38 
c) Buildings, Fixtures, and Grounds......... 575 105 165 345 234 
Total—Ways and Structures............+-+-00-- $2,179 $4,874 $6,715 $7,787 $ 8,785 
2. EQUIPMENT 
a) Maintenance of Cars....... PE ieret tia $1,708 $ 088 $1,647 $1,685 $ 2,608 
b) Maintenance of Electric Equipment of Cars 3,324 804 1,260 1,064 1,272 
c) Miscellaneous Equipment Expenses....... 185 202 566 312 492 
d) Depreciation of Equipment.............- ee aa idee ae na 
Total—Exquipment.........-c2sccsesccersercnces $ 5,307 $ 1,994 $ 3,473. $3,001 $ 4,462 
3. POWER ee 
a) Power Plant Buildings..............---- 
b) Fixtures and Grounds..... Piawerseieeirt ies ie Bea by afaks Waals ete 
c) Maintenance of Power Equipment........ mee oe eS) 72855 Se S07 o 123025 
d) Power Plant Employees..............-.- dite arate 3,501 3,702 3,774 
e)piucl for Power sete ey te. ies cli orale site a datele 7,400 7,195 7,492 
f) Other Power Supplies and Expense....... Maes imag 507 557 605 
g) Power Purchase.......--.--+++-eeereees hatte Wate 2,503 2,102 2,727 
ED LAI — COW Clin este tell Acros cielo! aiolelaielais a Ayysn piatelace? $17,015 $14,715 $14,049 $14,063 $16,623 
4. CONDUCTING TRANSPORTATION } 
a) Superintendence of Transportation...... $19,473 $14,179 $2,079 §$ 2,188 $ 2,229 
b) Conductors, Motormen, and Trainmen.... ...- Aen 17,339 16,949 17,500 
c) Miscellaneous Transportation Expenses... 1,720 1,054 2,305 2,232 2,101 
Total—Conducting Transportation.......-...+++> $21,193 $16,133 $21,723 $21,369 $21,920 
5. TRAFFIC 
a) Traffic Expense. .......+++-+eessererers rte aa ated Seiae bane 
gta erat C ee erica rtei Tas siete aid oizielahoye see ieeptt gD Hie S ino Sama ZO 
6. GENERAL AND MISCELLANEOUS 
a) General Expenses.......--sseeeeeeeereee $ 7,247 $5,407 $6,676 $ 7,545 $ 8,086 
6) Injuries and Damages.........-+-+++-++- 1,686 1,593 3,026 B,g5h 2,061 
CG) MMISUAMCe pac iiee Ne. tislatelselernye/s1a1> 4 2,086 838 1,318 1,349 1,572 
d) Stationery and Printing........---- 445 431 196 274 305 
e) Store, Garage, and Stable Expenses...... 112 83 121 171 201 
f) Rent of Tracks and Facilities.....-.----- 355 197 293 34z 294 
g) Rent of Equipment.........---- eta rie 382 238 267 30 320 
hk) Rent of Equipment and Other Buildings...__533 53 
Total—General and Miscellaneous.......----+++: $12,846 $ 8,840 $11,807 _ $13,339 _ $13,439 


Grand Total—O perating Expenses.....-++-+++++++ $50,440 $46,556 $58,531 $59,704 $65,349 
Pe ee ee aren rans 
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fare were raised 1 cent in each zone, however, the management 
was apprehensive of a decrease in the number of car riders, with 
a probable decrease in revenue. The increase, furthermore, 
would be especially unfair to the passengers who rode only a short 
distance in one zone. There was, in addition, the possibility that 
the Public Service Commission of the state might object to an 
increase. 

The public was interested in the amount of fare it paid rather 
than in the welfare of the company. On the other hand, the 
executives believed passengers should pay for the cost of oper- 
ation of the road. This they had not been doing since ror4. 
Without trial, the company was unable to calculate the effect of 
an increase in fares on the number of passengers carried. The 


EXHIBIT 3—(continued) 


OPERATING EXPENSES OF Heriot, DarkeitH & Morrat 
STREET RAILWAY CoMPANY, 1909-1918 














=——————=—==—a 
IQI4 IQIS 1916 IQI7 1918 
1. WAYS AND STRUCTURES 
a) Maintenance of Way.................... $ 8,983 $10,808 $7,406 $7,581 § 6,050 
6) Maintenance of Electric Lines.........._. 1,128 I,404 1,505 792 762 
c) Buildings, Fixtures, and Grounds......... 177 78 216 286 172 
Total—Ways and Structures.................... $10,293 $12,380 $9,127. $ 8,659 $ 6,984 
2. EQUIPMENT 
a) Maintenance of Carsenee ae rehtes eter ada ae $1,049 $2,059 § 3,410 $1,669 $ 3,271 
b) Maintenance of Electric Equipment of Cars 1,503 1,733 1,796 2,847 2,288 
c) Miscellaneous Equipment Expenses....... 248 40 315 IIo 303 
d) Depreciation of Equipment.............. ae 1,677 2,078 1,642 1,642 
HART CW NENE. os on onaooasddonssneneanaes $ 3,700 $5,509 $ 7;595 $6,268 $ 7,504 
3. PowrER a 
a) Power Plant Buildings.................. esc, 33, $ 63.°$ 2 ws 
) Fixtures and Grounds............. Lee Seen seals seit nets 
¢) Maintenance of Power Equipment....... -$ 400 664 781 1,282 $ 8ar 
d) Power Plant Employees............. +» 3,087 4,047 4,819 5,281 6,804 
e) Fuel for Power... CO ie Lanes 8,348 7,608 8,432 14,739 14,731 
f) Other Power Supplies and Expense....... 566 315 474 426 420 
ce) MEOWeREUrchace seein lle nmnniGainns 2,174 2,088 34S 3,612 3,575 
Lotti —-DOWenun arene Rep $15,565 $14,735 $17,700 © $25,342 $26,360 
4. CONDUCTING TRANSPORTATION ‘ 
a) Superintendence of Transportation. ++ +++.$ 2,333 $ 2,389 § 2,615 $2,75t $ 3,046 
b) Conductors, Motormen, and Trainmen. Ecol TS 18,165 18,782 19,408 19,204 
¢) Miscellaneous Transportation Expenses... 2,273 2,550 2,102 2,442 2,738 
Total—Conducting Transportation..............7 $22,921 $23,104 $23,409 $24,001 $25,078 
5. TRAFFIC 
@) elraiti cab pense a aren ae Te nate Saray sinters Sea Sines 
Hotel —Trathic mantrare Seat eee Re $ 096 $ «47 (CS 2 $ 32 125 
6. GENERAL AND MISCELLANEOUS 
a) Generallixpenses see nena $ 8,230 $8853 § 6,887 $7,430 $ 7,382 
b) Injuries and Damages................... 1,892 2,403 35575 3,409 4,441 
c) Insurance....... Wa clorepsesersiker ce iene hes 1,342 1,207 1,447 1,464 1,750 
d) Stationery and Printing.............. 1! 222 339 360 258 348 
e) Store, Garage, and Stable Expense........ 237 316 343 260 481 
Sf) Rent of Tracks and Facilities............ 287 201 356 339 454 
g) Rent of Equipmentiee. inns sean aacke 326 67 345 345 63 
h) Rent of Equipment and Other Buildings... fs ae Seis ores nae 
Total—General and Miscellaneous............... $12,536 $13,566 $13,313 $13,514 $14,919 


Grand Total—Operating Expenses................ $65,201 $69,341 $71,236 $78,416 $80,970 
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EXHIBIT 4 


OPERATING REVENUE OF HeERIoT, DALKEITH & Morrat 
STREET RarLway CoMPaANy, 1909-1918 








1909 I9QIo IQII I9I2 1913 
1. REVENUE FROM TRANSPORTATION 
a) Passenger Revenue. ..........2..0000005 $79,643 $55,167 $88,158 $88,433 $88,154 
b) “Special Car Revenue asec... celesietsicieiee oe < state Mote Sass 045 1,302 
co) eMail Revenue aoenavicac oenrcn ice cee cee 199 150 200 200 200 
OE 
ROLLE Sea eh each bie cee ete oe $79,842 $55,317 $88,358 $89,578 $89,656 
2. REVENUE oe OTHER Pay OPERATIONS 
a) Station and Car Privileges .............. $ 275 $ 450 $ 456 $ 56 $ 
b) Rent of Tracks and Facilities............ aoe 5 7 - ao 
e)e Rentiof BRquipment enon sca). sss ecierne Bate Biecee 147 243 199 
d) Rent of Buildings and Other Property.... .... 33 32 40° 164 
EE POWERS cite Meee oe clstac elec Sine c canine titers 3,763 md 2,845 5,406 4,148 
ee Oe TE 
TURE OAC SIO OPES RAO EIACn $4,038 $ 407 $ 3,487 $ 6,326 $ 4,958 
Total—Obperating Revenue... ....ccesccescccssees $83,880 $55,814 $091,845 $05,004 $04,614 
Oper cteng Ratt 0} i. 2c) s aise ci acals 121s <i5caieysie aja sie! ns Scerese 70.86 83-41 63.72 62.25 69.07 
IQI4 IQI5 1916 IQI7 1918 
1. REVENUE FROM TRANSPORTATION 
@)) Passenger REVenue snc vc cis.c:.0018 sic-sioreieve ss $89,876 $88,785 $88,088 $84,230 $76,803 
Bb) Special Car Revenue! icc. o5 s+ scccc ce ose 1,049 786 658 635 402 
oye Mail Reventies sce ree ee estes dioeeaiorneie ole 200 200 50 miei Natets 
LOLCat Pan ates Sache stokes $01,125 $80,771 $88,796 $84,865 $77,295 
2. REVENUE FROM OTHER RAILWAY OPERATIONS 
a) Station and Car Privileges............... $ 247 $ 246 $ 246 $ 246 $ 245 
6) Rent of Tracks and Facilities............ 6 3 22 It 3 
oO) Rentiob Mauipment: jester oor clack sie ic esi-is 170 et 12 28 Ir 
d) Rent of Buildings and Other Property... . 230 8e 137 95 It 
C) ERG WEE eta here seseitd bituinie Sterciat eh esacsveleie ve 3,446 35356 1,346 3,224 737 
GLAM eae asthe tie retetria ee ais Oh oodles aravclioeiess $ 4,000  $ 3,688 $1,763 $3,604 $ 1,007 
Total—Obperating Revenue.............0.00eeeeee $95,224 $03,459 $00,559 $88,469 $78,302 
Operating Raion area de nee eels es aarti eae 68.47 74.19 78.66 88.64 103.41 





increase of 1 cent did not preclude the possibility of at least a 
small increase in revenue. The management decided, therefore, 
to petition the Public Service Commission for an increase of 1 
cent in each zone. The increase was allowed by the Public Serv- 
ice Commission and went into effect on June 15, 1918. 


EXHIBIT 5 


CoMPARISON OF Dairy Gross EarNiINncs oF Heriot, DALKEITH 
& Morrat STREET RAILwAy CoMPANY, 1914 AND IQI5 











Days 1914 IQI5 Increase | Decrease 

Monday eres he aeancolata: $ 4,767 $ 4,544 $ $223 
Pies Ca vemnev as cieh ee st kev aerot 4,032 4,383 351 
Wednesday tenectaes oes ew sack 4,304 4,374 70 nia 
THUS AY. oases ce sees ee nen os 4,733 4,767 34 Rane 
EVACIAY er teveteie wre cists se ove sare eh 3,947 4,262 315 Se 

First five days of week....... $21,783 $22,330 $547 
DALUTUAV we wnices aces eae 5,285 5,038 353 BA 
Sunil a Vanes tee reteever eae aaa 8,847 8,409 ae $438 


Pintirel weeks emmnienriatne ace $35,915 $36,377 $462 
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EXHIBIT 6 


MoNTHLY PASSENGER FARE REVENUES OF HeErRIoT, DALKEITH 
& Morrat StrREET RAILWAY CoMPANY, 1910-1918 























Month IQIO IQII 1912 IQ13 IQI4 
Januany aaa $ 4,896 | $5,618 | $5,276 | $5,986 | $ 5,467 
Rebruaiy meetin 4,043 4,972 5,274 5,311 5,046 
IMParchianvuietatcetee os 5,588 5,075 5,901 6,372 5,790 
tATor i Reeeeetah ey ieee ens 6,114 6,354 6,253 6,326 6,174 
Maver itr 7,449 8,684 7,037 7,080 9,079 
UNE eee oe Ghyfiere 8,401 8,635 0,412 8,903 
Mul yeast erates teeta 10,991 TI,O51 0,338 10,616 9,972 
PAUSUS tee er eeae 9,905 9,428 8,992 10,712 10,032 
September. ---..5.. 8,204 8,910 8,475 8,417 8,702 
October. Mere ome 7,617 7,687 8,141 7,120 8,195 
November........... 5,918 6,296 6,398 6,585 6,496 
Decemberae meee 5,716 6,163 6,302 6,050 5,916 

Month IQIS IQ16 IQI7 1918 
ania y era nti ans 5, eene nee, ects sos 6 $ 5,714 $ 6,178 $ 6,118 $ 5,619 
He bruar yee masini aan ee ee 5,058 55734 5,620 5,197 
Ma TCI Reyer etiscss rete tetar tere sista disse = 5,059 6,197 5,933 5,875 
EAE Sen wees seer dete tatietzcs te Maka 6,027 6,613 6,295 5,540 
IVE SVs seein seek hc itestepntes meh 7,700 7,790 6,653 6,759 
Nant acs Aer cccn on cick eee ae 7,504* 7,044 7,621 8,126 
JUL Yaeerstoncrit ware cameras ce sie sre ary 9,526 9,260 9,885 8,5 70° 
AUBUS UR aerate eee tired ane oe onde 9,136 0,644 0,477 8,426 
Septemberscese a kessns mows ee 8,870 8,603 8,054 6,970 
October atime ea ade does 8,234 8,061 7,145 5,320 
ING ember ater Rao meena 6,509 6,288 5,680 5,196 
December aeract atnche see 6,152 6,664 eyaKer IP) Sie sustc 


*Fare changed at this date. 


After a few months, it became apparent that not only was there 
no increase in revenue, but, as shown by Exhibit 6, there was 
an actual decrease compared with a similar period of the preced- 
ing year. This decrease was not entirely due to the change in 
fare, however, but could be attributed in part to the increased 
number of automobiles. 

In December, 1918, the company’s unfavorable experience with 
the 1-cent raise in fare in June seemed to indicate that another 
similar raise would not extricate the company from its financial 
difficulties. As other possible remedies, the company might peti- 
tion the Public Service Commission for an increase of at least 
4 cents in each zone, resulting in three 10-cent fares and in one 
r1-cent fare, or it might petition for permission to cease oper- 


HERIOT, DALKEITH & MOFFAT STREET RY. CO. 189 


ation. The management did not wish to admit the failure of the 
company by following the latter procedure if any other solution 
was possible. If the suggested 4-cent raise in fare caused the 
number of passengers to decrease to such an extent that the gross 
revenues were not increased materially, no profit would be ob- 
tained. There was also the question of whether the Public Serv- 
ice Commission would allow so large an increase, and whether it 
might not be wise for the company to ask for a larger increase in 
the expectation of reaching a compromise of 4 cents. 

The executives decided not to apply for a cessation of oper- 
ations, nor did they ask for a 4-cent increase in fares. They 
believed that such an increase could not be obtained from the 
Public Service Commission, and that it was wiser to ask for a 
smaller increase. The company secured a raise of 1 cent for each 
zone, which went into effect on December 15, 1918. Exhibit 7 
shows the company’s operating revenue and costs during De- 
cember. 

EXHIBIT 7 


OPERATING REVENUE AND Costs oF Heriot, DALKEITH & 
Morrat STREET RAILWAY CoMPpANyY, DECEMBER, 1918 


BIDE DALIN Oe eV ENG ustal see sie hs oo bie 's # Saag ie anne ee $78,304 

SO DCEAUIN GEL ADICUSES cis co « eins ates 6 4 e G alvsl senses 80,730 

Net a O DETALIN ge REVENUIC. 7, nn stcun. ea tetas ae 2,426* 

Peductions- (romulncome nest!s dat. Fes Wikies ane 2 23,832 

WipicmOMtile: Venter ket ss fon ee ee en es 26,258 
* Deficit. 


In the months following, the company’s revenue decreased and 
the expense of operation began to exceed the revenue. In April, 
I¢19, the company was forced into receivership. The receiver 
continued to operate the road and attempted to place it on a 
profitable basis. On August 15, 1919, the fare was again raised 
1 cent in each zone, and this increase resulted in an increase in 
revenue. The increase was not enough, however, to meet the 
higher costs of operation under rising prices, and the company’s 
expenses continued to exceed its income. Exhibit 8 gives the 
monthly passenger fare revenues of the company during 1918. 
In December, 1919, the receiver recommended to the Public 
Service Commission that the railway cease operations and that 
the property be sold for what it would bring. The commission 
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EXHIBIT 8 


MONTHLY PassENGER FaRE REVENUE OF HeERt0T, DALKEITH 
& Morrat STREET RAILWAY Company, 
DECEMBER, 1918 TO DECEMBER, 1919 








1918 

Decembera:.. ones earn eR UeR ee Se nie eine chelate 552 70 
1919 

JONUATY sree cau ceias ce dee meds oe ee ae ane et eee 5007 
Febriary 2.) «aan ae sna ee ee ee ee ae Cee 4,705 
March mattis ticas taut saan Geri eae | a ee Mee ASE 
ADIL RS h ir teeoks oy dcaie eta eats aaehe cae ae ee eee 55776 
Mayen: Fimo: sae eaus ba oc Ne ie uate es ae eee 6,816 
RUG Retnre rotor ret aera a Gan ence aekd Semen ee wee 7,858 
ly Re asec ea nai s nae ee ans ee Ree ee 7,736 
AUISUSE erates creer. <ie caer ae neat aes ee i. eee 9,625 
MeDLEMDer gene. aa ee ic ukieh., ae ole ae eae Cee 7,607 
October pacman decent cate ety hae anc eve 6,547 
INOVEINDEE ere win tere tenis iets eee eee 5,968 
December caer cutee ct eee eee en ee ee 5,838 


ee eee 


acted upon this recommendation and in January, 1920, all prop- 
erty of the company was sold for junk. 


EXHIBIT 9 


INDEX NUMBERS OF STATISTICS AFFECTING ELECTRIC 
RaILway OPERATIONS, 1913-1923* 



















































Elec. Ry. Elec. Ry. 
Year Operating Electric Con- 

Material Railway struction 
Costs Wages Costs 
LOUSAVETAC eer enone .O 100.0 100.0 100.0 
TOILAIAVEIALE. nw sss we os .O 92.6 104.2 94.0 
TOUSAVeChALS wae ose cee ep 93-5 106.2 97.3 
TOMO) Veta g Carer iets .I 126.2 TIr.6 119.8 
ROLLA CLAS sain eerie & 181.9 120.6 162.7 
TOUS aL VCLALe Mee aee teem eien 2 168.8 140.5 192.5 
THON) ENCES, wo aondusodgocent ay 172.2 174.0 205.1 
LO2OlAVETALE ee eee ee a2 224.6 21753 244.7 
NO 2a VELALC wr seriaaleree mnie n 9 169.9 BOG 200.7 
EO22favViela’ eae ere .O 170.0 210.0 175.2 
LO2ZZ;AVELALC.). pe rere eer 9 168.0 212.1 200.2 





* This table is taken from the article ‘Electric Railway Costs and Fares,’”’ by Albert S, Richey, 
electric railway engineer (of Worcester, Massachusetts), Electric Railway Journal, January 1, 1927. 
The index numbers for Construction Costs are those of the American Electric Railway Association; 
the other index numbers were compiled by Mr, Richey, and are published by him currently in his 
Connie Cas of Indexes. For the years 1924-1926 they are shown on a monthly basis in the same 
article. 
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CoMMENTARY: The operating and financial problems of street rail- 
ways have been intensified, during the past 10 to 15 years, by the 
development of motor transportation, which has reduced the demand 
for service, and by the advance in prices and wages, which has in- 
creased the cost of operation. The situation faced by the company 
in the foregoing case, therefore, is typical of that faced by many 
electric railways, especially in small cities and in country districts: 
a situation which has resulted in many abandonments of operations 
by such companies. The general economic forces at work affecting 
operating costs since 1913 are summarized in the accompanying table 
of annual index numbers, shown as Exhibit 9. This table also includes 
a series of index numbers showing the upward course of street railway 
fares, which did not get fairly under way until 1918-1919. 


January, 1927 H. B. V. 


OAKDALE STREET Rattway Company! 
PUBLIC UTILITY—STREET RAILWAY 


STREET RaILway Fares—Request for Extension of Fare Zone Refused. Resi- 
dents of a district served by a street car line asked the street railway 
company to extend one of the fare zones on the line. The existing 
zone distance already was longer than the average for the entire system, 
and that section of the line into which the proposed zone would extend 
was being operated at a loss, although, when the company had added this 
section to its system, it had received assurance from the authorities that 
it would be allowed to charge fares that would make that part of the 
line self-supporting. Moreover, the company was planning to establish 
a motor bus line in an adjacent territory which had no street car 
service, and a reduction in fare on the existing line would make this 
project impracticable. The company, therefore, refused the request for 
extension of the fare zone. 


STREET Ramway Fares—Reduction of Existing Fare as Alternative to Ex- 
tension of Service. A public service commission upheld the decision of a 
street railway company not to reduce the fare on an unprofitable line 
by extending one of the fare zones, on the grounds that the existing fare 
was not unreasonable or unjustly discriminatory and that it was more 
just to permit the company to establish service in an unserved area, as 
the company had agreed to do if the fare were not reduced, than to 
reduce a reasonable fare for the benefit of persons already served below 
cost. 


(1922) 


Oakdale was a mill city, 12 miles long and 3 miles wide, with 
a population of about 12,000. The Oakdale Street Railway 
Company operated 11 lines in the city and 1 high-speed line 
between Oakdale and Bender, as shown in Exhibit 1. 

For 25 years the company had paid 8% dividends on its cap- 
ital stock and had earned a substantial surplus over operating 
expenses, fixed charges, maintenance, depreciation, and dividends. 
A summary of the company’s receipts and expenditures for the 
years 1920 and 1921 is presented in Exhibit 2. 

The company’s relations with the city government and with 
the public were satisfactory; the city authorities had discouraged 
independent jitney and motor bus competition, so that the street 
railway company was the exclusive agent of local transportation 
in the territory. 





1 Fictitious name. 
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BOXFORD 


SHAWMUT 4.85 





Exhibit 1: Oakdale Street Railway Company’s System. 


The street railway rate system was, in general, one of 5-cent 
fare zones radiating from the center of the city. The Browns 
Corner line, which extended east from the center of Oakdale 8.11 
miles, was divided into three 5-cent zones: from the center of 
Oakdale to Browns Corner, a distance of 3.36 miles; from Browns 
Corner to Guilford Lane, 2.35 miles; and from Guilford Lane 
to the boundary line between Oakdale and Upton, 2.40 miles. 
Between the center of Oakdale and Browns Corner, the traffic 
was heavy and the company operated cars on 5-minute headways. 
East of Browns Corner the traffic was light and the cars ran 
every 45 minutes. Until 1922, the headway on this part of the 
line had been go minutes. 

In the summer of 1922, residents of the district between 
Browns Corner and Broadway, in the zone extending from 
Browns Corner to Guilford Lane, with the support of the mayor 
and other city officials, formally requested the company to extend 
the 5-cent fare zone which terminated at Browns Corner east to 
the junction of Broadway and Jackson Avenue, a distance of 
1.33 miles. The granting of this request would entail the dis- 
continuance of the zone limit at Guilford Lane and the estab- 
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EXHIBIT 2 


SUMMARY OF RECEIPTS AND EXPENDITURES OF 
OAKDALE STREET RAILWAY CoMPANY 
IN 1920 AND IQ21 
ee 








RECEIPTS 1920 EXPENDITURES 
a a 
Gross Revenue........... $1,720,306 Operating Expenses and 
Other Income............ 3,575 Depreciation........... $1,303,587 
Interest and Taxes....... 141,754 
Dividend sae eee ee er ee 195,000 
$1,640,341 
Surplussee cee er eee 92,630 
Total see coen een eee. $1,732,071 $1,732,071 
eS 
RECEIPTS 1921 EXPENDITURES 
Gross Revenue........... $1,603,334 Operating Expenses and 
Other Income............ 2,664 Depreciation........... $1,211,158 
Interest and Taxes....... 148,120 
Dividendsee eee 195,000 
$1,554,278 
Surplus ee 51,720 
Local Sn aeamer et aemes $1,605,998 $1,605,998 
Se ee 


lishment of a 5-cent fare zone from Broadway to the end of 
the line, a distance of 3.42 miles. The principal complaint of 
the residents of the district, who were for the most part mill 
workers, was that they had to pay two fares to reach the mills 
which were a mile or mile and a half west of Browns Corner. 

East of Browns Corner was a fast-growing suburban commun- 
ity. There were 320 houses and 31 summer cottages within 1,000 
feet of the trolley line in the section between Browns Corner and 
the end of the line. In the region between Browns Corner and 
the junction of Broadway there were 162 houses, which, on the 
basis of the city assessor’s estimate, indicated a population of 
583 persons. 

About a mile and a half north of Browns Corner there was a 
suburban community which was without street car service. South 
of Browns Corner was the town of Boxford, also without trans- 
portation service. Blue Hill Road, a main thoroughfare which 
ran through Browns Corner, connected these two communities. 
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In the two sections there were 366 families, or a population of 
Over 1,100, within 1,000 feet of Blue Hill Road. 

In 1922 the company was contemplating the establishment of 
a motor bus line between Boxford and the community north of 
Browns Corner. This line would follow Blue Hill Road and 
would be divided into two 5-cent zones with the fare terminal 
at Browns Corner. The company did not expect the line to be 
profitable during the first two or three years, but the company’s 
policy was to extend service into a new territory whenever the 
size of the population warranted such action. The extension of 
the fare zone from Browns Corner to Broadway would prohibit 
the installation of the proposed bus line, as the company could 
not in fairness collect 10 cents for a ride from the center of the 
city to a point a mile and a half north of Browns Corner, or to 
a point a mile south of Browns Corner, and at the same time 
permit passengers to ride from the center of the city to a point 
a mile and one-third east of Browns Corner for 5 cents. To 
extend the zone to the Broadway junction and give transfers to 
the busses at Browns Corner would result in little, if any, new 
revenue to the company. 

With the exception of the interurban line which ran to Bender, 
the Browns Corner line was the only line in the system which 
comprised more than a single zone. Exhibit 3 presents the lines 
and the existing and proposed lengths of zones and rates per mile 
of the Oakdale Street Railway Company. 

Until 1919 the Upton Street Railway Company” had owned and 
operated the 434-mile section of track between Browns Corner 
and the boundary line between Oakdale and Upton. That com- 
pany had gone into a receivership in 1919 and had discontinued 
operations on the line. At conferences of residents of the vicinity, 
representatives of the city, and executives of the Oakdale Street 
Railway Company, the company had received assurance that if 
it added this section to its system the authorities would allow 
it to charges fares that would make the line self-supporting. 
The company accordingly had taken over the operation of the 
line and had established two 5-cent fare zones; the Upton Street 
Railway Company formerly had charged a 12-cent fare. The 
purchase price of the section had been $35,000. During 1919 
and 10920, the Oakdale Street Railway Company had spent 


2 Fictitious name. 
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EXHIBIT 3 


LINES AND EXISTING AND PRoposEp LENGTHS OF ZONES AND 
RATES PER MILE OF OAKDALE STREET Rai~way Company 








Existing Length of Rates 





Lines Zones per Mile* 
Zone: (Miles) (Cents) 
a ee Ue ee 
SCALON Sven a aie ee ee ener Mee .69 7.25 
Riveramotreet yet aoe wale ee ee I.44 Bey 
Bennett gine at het heer ake Ts 7, Sars 
Gy press ri stree .) cng ems tie eam 1.93 2.59 
Walaa S Beerne a 07 ae Wee ee 1.93 2.59 
Cambrid Sein sats baie teats ata 2.30 2.09 
Dairhaven + 7s ne cee een eeN Bas I.96 
Winter Se aan ae tae aS a 2.62 I.Q1 
Da vistA Vente is aera as peat gt 3.08 1.62 
Browns Comer wine nee 1 oy ee First 3-36 1.40 
a SHS tN Ree Rr wie AE BS Second 2.35 2013 
io COME a eet oe Sie eed NOt Third 2.40 2.08 
Warren Streets. 0k ay ke 3.98 1.26 
DNS WE UG Males Ace Ne sable ehh d 4.85 1.03 
ee EE ee 
Average (exclusive of station line) 2.65 Weighted Average 1.89 
Lines Proposed Length of Rates 
Zones Zones per Mile 
See ee ee ee ee eee Se ek Se ie aaa ey 
Biowns Comer scien ne tee First 4.69 TAO, 
£ RE RUN. Shen, SOOPIS SSE Second 3-42 1.46 








*Based on the assumption that passengers rode entire distance of fare zone. 


approximately $54,650 for reconstruction, making a total invest- 
ment of about $89,650. During 1921, when the company had 
given 90-minute service on this part of the line, the revenue had 
been almost sufficient to meet the cost of operation, but not 
sufficient to earn the interest on the investment, as shown in 
Exhibit 4. 
EXHIBIT 4 
FINANCIAL RESULTS OF OAKDALE STREET RatLway ComMpany’s 
OPERATION OF LinE From Browns CoRNER 
TO END or LINE, 1921 


a ee 
R 


EV COUCH ret overshoistaisisisis store stots ieeroeie chin oeyarsitar Stehsuotoseuaiete aca evar ae $25,153.72 
Operating expenses at average per mile cost of operation for 

1921, 40.35 cents, 62,362.6 miles, on 90-minute headway..... 25,163.31 
Operating” deficit 2 ys ee kOe Soca ae we nh eae a emeneptaconaie: 9.59 
G eubterest on investment... uy Nios ee eee $ 5,379.00 


AOS Cela aE eine AE AER RM Mather si ache bliss le bi ae ee 


«+. 5,388.59 
Se ee ee ee 
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The company estimated that the deficit from its operation of 
this section of the line would be considerably greater for the 
year 1922 than in 1921, because in 1922 the company was giving 
45-minute service. Exhibit 5 gives estimated results of operation 
for the year 1922, based on receipts and costs for the eight 
months ending August 31, 1922. 


EXHIBIT 5 


EsTIMATED RESULTS OF OAKDALE STREET RAILWAY COMPANY’S 
OPERATION OF LINE FROM BROWNS CORNER 
TO END oF LINE, 1922 














Probable Revenue (Estimated increase of 13.4% over 1921 revenue) . .$28,524.32 
Esimated operating expenses at average per mile cost of operation 
for 8 months ending 8/31/22, 36.70 cents, 96,165 miles on 45- 


AVIA CC MCLG IRI mereistae eieia erste aicrsie ei aieioicinsisrcine croton casieielsroisnsrele 35,292.56 
Operating deficit..........cc ccc ee cee eee eect eee eect tee ecncees $ 6,768.24 
6 % interest on investment... ..........ceceescesrecccsccccvnees $ 5,379.00 
DSL Cie me ere oie ers tie a craic ie eee eave el ore tone ways evsretole ororabovonetslenc ier eNanoye $12,147.24 





From a careful analysis of the traffic in the two zones east of 
Browns Corner, the company estimated that this annual deficit 
would be increased by $9,960 under the proposed rezoning plan. 

The mayor of Oakdale and the board of aldermen strongly 
favored the proposed zone extension. Representatives of Oakdale 
in the state legislature supported the proposed extension, and the 
company realized that, if it refused the requested extension, the 
matter would appear before the Public Service Commission. 

The company decided, however, to refuse the extension. It 
believed that the extension would constitute an unfair discrim- 
ination against residents served by other lines, and, if it intro- 
duced the proposed bus line, against the communities north and 
south of Browns Corner. The people in the section between the 
Broadway junction and the Guilford Lane fare limit, moreover, 
would have to pay ro cents to reach Browns Corner, instead of 
5 cents. The lengthening of zone distances would cause a serious 
loss of revenue and would make the much needed bus service 
impracticable. : 

The case was taken to the Public Service Commission, and the 
company’s decision was approved. The majority opinion of the 
commission read, in part, as follows: 


The company replies that it ought not to be asked at this time to 
extend this fare zone in view of the history of the line beyond Browns 
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Corner. In August, 1919, the line of the Oakdale Street Railway 
Company extended east only as far as Browns Corner. The line east 
of that was then owned and operated by the Upton Street Railway 
Company. In September, 1919, this line east of Browns Corner was 
discontinued for lack of traffic, by the Upton Street Railway Company 
and, as a result, street railway transportation east of Browns Corner 
ceased. Conferences were held between representatives of the city, 
residents of the vicinity, the Oakdale Street Railway Company, and 
the Public Service Commission with a view to bringing this about. 
At these conferences the street railway officials expressed the fear that, 
if they took over this line and operated it as a part of their system, 
they would soon be asked to extend their present fare zones beyond 
Browns Corner. They were urged, however, to abandon this appre- 
hension and were told that they would be allowed to charge such fares 
on the line east of Browns Corner, if the Oakdale Street Railway 
Company would take it over, as would make it self-supporting and, 
consequently, no drain on the revenues of the rest of their system. 
The Oakdale Street Railway Company accordingly took over the 
operation of the line east of Browns Corner thus abandoned by the 
Upton Street Railway Company, was granted a location between 
Browns Corner and the Oakdale-Upton line for this purpose, expended 
considerable money to put the line in proper operating condition, and 
established two 5-cent fare zones on the same, instead of the higher 
fare previously charged thereon by the Upton Street Railway Com- 
pany. Figures presented by the Oakdale Street Railway Company, 
and not questioned so far as we are aware, show that the line east of 
Browns Corner is not yet self-supporting on a service-at-cost basis. 

While we feel that there is force in the contention of the company 
that it ought not, in view of these dealings, be compelled to reduce 
fares on this line east of Browns Corner, before, at any rate, it becomes 
self-supporting upon its present basis, we prefer to deal with the matter 
on broader and more general lines. 

We do not think that the argument of the petitioners that the 
Warren and Shawmut fares constitute unjust discriminations is valid. 
If the petitioners’ request is granted and the 5-cent fare zone is ex- 
tended from the center of the city to the corner of Broadway and 
Jackson Avenue, that zone will be 4.69 miles long, as contrasted with 
the existing Warren line which is 3.98 miles long. It will, in short, be 
longer than any line except the Shawmut, which is 4.85 miles long. 
.. . . It is obvious that the street railway company cannot give that 
ride of 4.85 miles for 5 cents without compelling the rest of the system 
to pay for some of it. Hence, it is probably true, as the petitioners 
urge, that the citizens of Oakdale, who are the main supporters of the 
system, are contributing something in this instance toward the fare of 
people residing in another municipality. There may, however, be other 
considerations which justify this arrangement: 5 42. However that 
may be, the mere fact that such an anomalous fare exists on one of 
the many lines of the Oakdale Street Railway Company seems to us 
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far from a sound argument for creating still another anomalous one— 
particularly as the residents of Shawmut, at any rate, could complain, 
with some show of reason, that any increase in fare was more or less 
an injustice to them, while the people living east of Browns Corner 
have settled there on the existing basis which they are now endeavoring 
to break down. If the petitioners’ request is granted and they secure a 
ride of 4.69 miles for 5 cents, what answer can be made to the users of 
all the other lines of the Oakdale Street Railway Company, except the 
Shawmut one, when they complain of the fare to Broadway as an 
unjust discrimination against them? It is too obvious to require ex- 
tended statement that the length of fare zones on our street railways 
cannot be precisely equal. The question of unjust discrimination is, 
therefore, largely one of judgment. On all the facts and taking the 
Oakdale Street Railway system as a whole, we think that the complaint 
of unjust discrimination made by the residents of the east end of the 
city, beyond Browns Corner, is without basis. 

We do not understand it to be urged that the present fare zone to 
Browns Corner is intrinsically unreasonable. If it is so urged, we do 
not share this view. The fare to Browns Corner is 5 cents for a dis- 
tance of 3.36 miles. So far as we have been able to ascertain, no street 
railway company in the state operating under similar conditions carries 
a passenger a greater distance for a single 5-cent fare. Our belief is 
that a street railway passenger who gets a ride of 3.36 miles for 5 
cents is getting his money’s worth. 

The principal argument of the petitioners is really one of the city 
development. It is true that this part of the city, immediately east of 
Browns Corner, has grown rapidly since the extension of Broadway and 
is being largely built upon. This, however, is also true of the areas 
north and south of Browns Corner adjacent to Blue Hill Road, a main 
north and south thoroughfare extending from Bender through Browns 
Corner, to and beyond the town of Boxford, the residential section of 
which is about a mile south of Browns Corner. These sections, both 
Boxford Village and the district growing around Blue Hill Road north 
of Browns Corner, now have no public transportation facilities what- 
SOCVET. 34 <5 The petitioners argue strenuously that the district east 
of Browns Corner is the one which will naturally develop most and 
that this should be encouraged by the reduction in fares urged. The 
company contends that the section north of Browns Corner adjacent to 
Blue Hill Road is also developing rapidly and that this area and the 
town of Boxford, neither of which have any service at all, ought to be 
attended to properly before those who reside east of Browns Corner get 
a reduction in fares. The company, in short, takes the position that if 
it has any surplus funds to spend, these should not be expended to 
render a service below cost to people who are now getting their fair 
money’s worth, but should, instead, be spent either to give lower fares, 
directly or indirectly through transfers or better service to the many 
more car riders who are now paying 5 cents for an average ride of 
about half the length of that to Browns Corner, or still better, to give 
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service to people who at the present time have none. Accordingly the 
company offers, in case the fare terminal at Browns Corner is continued 
as at present, to proceed forthwith with the establishment of a motor 
bus line, running north and south from Browns Corner, on Blue Hill 
Road, to accommodate the village in Boxford and the growing section 
in the vicinity of Blue Hill Road and Broadway. The company also 
points out that the community east of Browns Corner has thrived and 
prospered under the existing fares... .. The petitioners maintain, 
however, that the test should not be so much the interests of the car 
riders of the Oakdale Street Railway Company in general, as the in- 
terests of those who reside in Oakdale, which makes the prosperity of 
the road. The Oakdale Street Railway Company takes the opposite 
view. We cannot say, upon the evidence, that we are satisfied that 
the Oakdale Street Railway Company is in error in its judgment. 
Indeed, we do not believe, in the last analysis, that this is a question 
for us to decide. As we see it, we are dealing, under the statutes, with 
only two questions—one, whether the fare itself is unreasonable, and 
the other, whether it is unjustly discriminatory—and however we may 
feel as to what would be the best extensions which the street railway 
company could make for the development of Oakdale, we are, at any 
rate, satisfied that the fare of 5 cents charged from the center of the 
city to Browns Corner, a distance of 3.36 miles, is not an unreasonable 
one, and that the fact that there are two other lines in Oakdale upon 
which one gets a longer ride for the same amount of money does not, 
upon all the facts, constitute an unjust discrimination. 

In view of all the circumstances above set forth, we do not feel 
that we would be justified in ordering the company to make the ex- 
tension requested. 


Two of the commissioners dissented from the opinion of the 
majority on the following grounds: 


Each case should be judged on its own merits, taking into account 
the character of the territory served, the financial condition of the 
company, mileage operated, protection from competition as afforded 
by local authorities, and all other conditions that obtain in a munici- 
pality and are applicable to the issues involved. Companies of this 
character are organized for the exercise of an important public fran- 
chise, which is obtained from the municipalities within which its lines 
are operated. It is a valuable privilege in the main—made especially 
so in Oakdale where the attitude of the city authorities has discouraged 
jitney or bus competition. While the company is entitled to a fair 
return upon its investment, it is bound to render the fullest possible 
service for the benefit of the public consistent with such return. And 
the returns of this company indicate pretty clearly that it is in a posi- 
tion to render the service petitioned for without undermining in any 
way its financial structure. These returns indicate that during the 
past Io years, in spite of the troubled conditions during the war period, 
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there was a surplus earned over all operating expenses, fixed charges, 
maintenance, depreciation, and dividends. We presume that this sur- 
plus has been devoted to additions to its plant of one sort or another. 
The road is in excellent physical condition and, in fact, we understand 
that the company did not stress the financial factors in this case, except 
that it stated that that part of the line beyond Browns Corner was 
not quite paying its way. It does not seem reasonable to us, however, 
to figure upon a part of a line, as it might be possible to take other 
lines in the city and show that part of the line toward the end of it, 
running into sparsely settled territory, was not paying. This part of 
the line beyond Browns Corner, like other lines, is a part of a line 
running from the center of the city and there is no question but that 
the line as a whole is a paying proposition. 

Much stress has been laid in the majority opinion upon the fact 
that this line beyond Browns Corner was at one time a part of the 
Upton Street Railway system and that at the time it was taken over 
the company was told that it would be allowed to charge such fares 
on the line east of Browns Corner that there would be no drain on the 
revenues of the rest of its system. The answer to that seems to be 
that this part of the line is now a part of the entire line from the 
center, and it does not seem necessary to consider past history except 
in the light of the present changed conditions. There is nothing sacred 
about Browns Corner as a transfer point if the growth of the city 
materially changes conditions. Furthermore, we do not know who 
made this promise, by what authority it was made, or to what extent 
it should be binding upon the present city officials or this department. 
As the majority set forth in their opinion, this territory beyond Browns 
Corner is growing very rapidly. It is the only possible territory for 
expansion, to any great extent, in Oakdale at the present time. The 
city has been laying out new streets, laying water and sewer pipes, and 
in other ways encouraging this growth. We think the street railway 
company also should encourage this growth. 

The company stresses the point that if this zone were extended, it 
would interfere seriously with the furnishing of transportation facilities 
to certain residents north and south of Browns Corner, and the com- 
pany has told this department that it would forthwith establish a bus 
line in this territory. .... It is obvious that in order to establish this 
line this department must be petitioned for (and must grant) an ex- 
tension of charter privileges and the company thereafter would be 
obliged to secure a license from the municipal authorities of the city 
of Oakdale, which means substantial delay and involves favorable 
action by the city authorities, which are seeking changed conditions 
here upon a transportation system already in operation. 

Relative to the question of discrimination, length of lines, difficulty 
of equalizing length of zones, the question is asked in the majority 
opinion as to what answer can be made to the riders on other lines. 
The simple answer to the riders on most lines is that they now ride to 
the end of their lines for a single fare and could hardly expect more. 
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While the lengths of these lines are set forth in the majority opinion, 
it is not indicated that the great majority of them, where the distance 
is short, are dead-end lines. There are only three lines which are really 
divided into zones. One is the high speed line to Bender, which natur- 
ally should be considered on a different basis—yet here the zone is at 
the city line. The second is the Shawmut line, where the zone is also 
at the city line, and the length of which is longer than the zone peti- 
tioned for in this case. The third is the line which is the subject of this 
petition and which has three zones to the city line. It is the only line 
within the city limits with more than a single 5-cent zone from the 
center to the boundary line, and there are other lines which go into 
other communities which charge but one fare to the end of the line. 

In view of these facts we believe that the line running from the 
center of the city through Browns Corner should be divided into two 
zones and the end of the first zone should be at Broadway. 


CoMMENTARY: Rate making for street railways is more complicated 
and more difficult than one would naturally suppose. There have been 
many unsolved rate problems in this business from the very beginning, 
and this fact probably accounts for some of the difficulties confronting 
many street railways today. 

In the first place, the goods were priced too low—an initial mistake 
from which the industry has never really recovered, because it has 
never been able to furnish out of earnings the character of service 
demanded by its customers, nor has it been able to promote, or take 
advantage of, new developments which would have made it the con- 
trolling agency for all forms of city transportation instead of limiting 
its service in general to the movement of cars on steel rails. It never 
had the surplus necessary for promoting the auto bus and taxi business 
which has been developed by competitors; thus a bad situation has 
been made worse. The lack of suitable transportation facilities that 
might otherwise have been provided by a centralized and comprehensive 
transportation agency has likewise encouraged the use of private auto- 
mobiles. Transportation is essential to the welfare of a community, 
and by pricing this service too low, the street railways have made 
others rich and themselves poor. Real estate values have multiplied 
and other businesses have prospered as the result of a service for which 
the street railways have never been adequately paid, while more ex- 
pensive forms of transportation have been encouraged. Fares were 
frozen at 5 cents so long that the industry went to pieces even before 
the general price level began to rise. This initial mistake might have 
been remedied had not everyone been led by speculators to believe that 
the industry was extremely profitable. It is difficult now, if not im- 
possible, to make the general public believe otherwise. 

In the second place, the preeminent importance of transportation as 
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a factor in community life has connected the street railway service 
more intimately with the public interest than has been the case in 
other public utility services. Because of this close connection, the 
general public has interposed itself as a third party between the busi- 
ness and its customers, thus interfering with that free play between 
seller and buyer which is essential to the prosperity and service of any 
business. 

Such questions as whether a particular line in one section of the 
city should pay its own way or have its losses absorbed in the general 
rate level, and the extent to which the fare should depend upon the 
length of ride, have never been thoroughly discussed or generally under- 
stood. Lack of force by some street railway managers and interference 
by the public have prevented a generally correct solution of these 
questions. 

In electric, gas, or telephone companies the distance factor is not 
an essential characteristic of the service rendered, so that the rates set 
by these utilities usually have been the same, under similar conditions, 
for all customers within the city limits or franchise area. In trans- 
portation, however, the distance factor is an essential characteristic, so 
that the distance traveled should be the determining factor in making 
rates. The steam roads and the taxi companies have recognized this 
principle and have made rates accordingly. The street railways, on 
the contrary, have reached a compromise in this situation by setting 
fixed fares independent of distance traveled in most cases and by 
having zone fares in other cases. A misguided consideration of the 
public interest and the practical difficulties of fare collection, however, 
have usually prevented the more logical method of basing fares upon 
length of ride and of making each line a paying proposition. 

It may be true that the public interest is favored by the spreading 
out of population, but there is no reason why the principal transporta- 
tion agency of a city should have its net income reduced and its service 
greatly curtailed to bring this about while all other interests reap the 
advantage. A single fare on a long line may, and usually does, develop 
the district near the end of the line, but the street railway customer 
who moves to the new district does not benefit, because he pays more 
for increases in rents, taxes, and land values than he would pay to the 
street railway company in higher fares. This fact is generally over- 
looked. Because, in such districts, the length of ride for the same fare 
is gradually increased and transfer privileges are abused, many street 
railways have been ruined by the very forces which the extension of 
their service has created and fostered. 

Ideas which are ostensibly altruistic, but which in reality are en- 
gendered by the self-interests of other businesses, have been permitted 
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to interfere too much in the making of street railway rates. No one 
seems to feel that the car riders, like the buyers of any other com- 
modity or service, can and should make the rates, and that if left to 
exercise their own judgment, they would do so. By doing so, they 
would advance their own interests and the interests both of the street 
railway and of the community at large. 

In the Oakdale Street Railway case a growing factory district, which 
was growing by the very fact of having transportation facilities, de- 
sired a lower fare to the business center of the town. The street rail- 
way line was already being operated at a loss, and it was proposed to 
increase this loss. The lower fare would add materially to real estate 
values in the district concerned, and the business interests in the 
center of the town also would have benefited. In such a case, every- 
one would gain temporarily except the street railway. If the basic 
rates were not already too low, the increase in future traffic might have 
covered the temporary loss. As this does not seem to have been prob- 
able, the decision of the company was correct. In the long run, the 
new district would profit more by having an adequate system of trans- 
portation than by having a lower rate of fare and inadequate service. 


October, 1925 T.H.D. 


LEHIGH VALLEY RAILROAD 


RarLroaD OPERATION—Substitution of Motor Truck Service for Way Freight 
Train. lLess-than-carload freight traffic on a railroad’s branch line, 40 
miles long, was so light that the operation of a way freight train which 
made a round trip over the branch each day was not profitable. Because 
it wished to give daily service in both directions, but could not do so by 
means of steam-operated trains without loss, the railroad decided to 
substitute highway motor truck service. 


TRUCKING SERVICE—Basis of Payment. A railroad which had decided to 
substitute highway motor truck service for rail service in handling less- 
than-carload freight traffic on a branch line 4o miles long, contracted 
for a motor truck and trailer at the rate of $36 a day rather than for 
trucking service on the basis either of a ton-mile rate or of a blanket 
rate. 

(1924) 

The Lehigh Valley Railroad operated a single-track branch 
line, 40 miles in length, from Geneva, New York, to Ithaca, New 
York. In 1924, in addition to five passenger trains daily in each 
direction, the company operated over the branch in each direction 
daily, except Sunday, a way freight train, hauling less-than-car- 
load traffic, and a freight train hauling carload traffic. 

In 1924, railroads throughout the country were beginning to 
use automobile trucks for the movement of freight on lines on 
which the volume of traffic was inadequate to support the opera- 
tion of a freight train. The management of the Lehigh Valley 
Railroad was aware that the volume of less-than-carload freight 
traffic on the branch between Geneva and Ithaca was so light 
that the operation of a branch way freight train was not profit- 
able. The company could not effect any appreciable saving by 
operating this train in one direction on one day and in the return 
direction on the next day. The branch was so short that, under 
ordinary conditions, it was traversed in both directions daily by 
the way freight train within eight hours. The company paid the 
train and engine crews for a minimum of eight hours, whether or 
not they worked that length of time. Moreover, the manage- 
ment wished to give daily service in both directions on the branch 
for freight shipped in less-than-carload lots. The management 
thought it impracticable to consolidate carload freight and less- 
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than-carload freight in one train, since to do so would slow down 
the service, because of the time which would be required for 
handling both classes of freight at the several stations on the 
branch. 

A member of the management of the Lehigh Valley Railroad 
suggested that it would be advisable for the railroad to discon- 
tinue the way freight train on the branch and use motor trucks 
to move less-than-carload freight. He said that other railroads 
which used motor trucks usually made contracts with existing 
trucking companies to perform the required services. Several 
bases of payment to the trucking companies were used. In some 
instances, payment was made on a ton-mile basis, that is, the 
unit charge was for one ton of freight transported a distance of 
one mile. In other cases, a blanket rate, based on the weight 
of the freight carried, was charged for all freight trucked within 
a certain zone, regardless of the distance. Under both these 
methods of payment, the amount paid for the trucking service 
varied according to the volume of freight moved. In the com- 
mercial trucking field, however, it was a common practice for a 
company to hire a truck with driver, and helper if necessary, for 
a specified amount per day or per hour. 

The management of the Lehigh Valley Railroad learned that 
it could hire a truck and trailer with driver and helper for $36 
per eight-hour day. The management estimated that one large 
truck with a trailer would be sufficient to carry the normal daily 
volume of less-than-carload freight over the branch line from 
Geneva to Ithaca. If on any one day there was more freight 
than could be taken care of by one truck and trailer, the company 
could hire an additional truck. 

The railroad estimated that the cost of operation of the way 
freight train on the branch was $4,816 per month. In Exhibit tj 
the details of the cost of operating the train are given. 

If but one truck and trailer were required during a month of 
25 working days, the cost of this service for the month would 
be $900, $3,915 less than the cost of operating the freight train. 
Even if several additional trucks were required from time to 
time, the cost of truck operation would show a substantial saving 
over that of train operation. 

The management was of the opinion that for this particular 
branch it would be more advantageous to hire a truck and trailer 
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EXHIBIT I 


MontTHLY Cost OF OPERATION OF WAY FREIGHT 
TRAIN ON GENEVA-ITHACA BRANCH OF 
LEHIGH VALLEY RAILROAD 
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at a contract price of $36 per day than to pay for the trucking 
service either on the basis of a ton-mile rate or of a blanket rate. 
If either of the latter bases were used, it was possible that some 
sort of a minimum guaranty would have to be made to the truck- 
ing contractor, because the volume of freight which moved by 
truck on the branch would be so light at times that a contractor 
paid on a weight basis would not be able to make a profit. 

The management decided to discontinue the way freight train 
and to contract for a truck and trailer at the rate of $36 a day to 
move the less-than-carload freight on the branch. The new serv- 
ice was begun October 27, 1924, and within a short time the 
railroad noted that claims for damage to shipments were less 
numerous than they had been when the freight was moved by 
train. The company found it unnecessary to hire any additional 
trucks for the service and realized the estimated saving of ap- 
proximately $3,900 a month. 


CoMMENTARY: This was one of the early instances of railroad use 
of motor trucks on the highways to replace rail service by steam- 
operated trains. Since 1924 the practice has been adopted by other 
railroads both as a substitute for train service and as complementary 
thereto. 

In this case the situation was peculiarly favorable for the motor 
truck, both because of the extremely light volume of less-than-carload 
freight and the short distance which it was moved. The combined 
capacity of the truck and trailer is not given, but the low rate of $36 
a day for the truck and trailer and two men indicates that the truck 
was not of the heaviest type. Studies in other cases indicate that the 
inclusive cost of a five-ton truck with driver is between 40 cents and 50 
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cents a mile. In this case the daily mileage was 80. On these typical 
costs per mile the cost per day was between $32 and $40, leaving little 
profit for the owner of the truck and trailer. 

The details of train costs (Exhibit 1) show relatively high expense 
for locomotive and freight car repairs. The figure for the locomotive is 
$1,652 a month or, at 80 miles a day for 25 days, a cost of 83 cents per 
locomotive mile, about three times the normal cost of the light locomo- 
tive ordinarily assigned to a light way freight train. One ordinary 
freight car can take care of more freight than can be loaded on a 
moderate-size truck and trailer. The yearly repair cost of the aver- 
age freight car is about $200, or about $17 a month. In Exhibit 1 
the monthly cost of freight car repairs is given as $49. What is 
meant by freight car supplies is not clear. The monthly cost of $42 
needs explanation. With the exception of wages of engine and train 
crews, the estimated costs appear to be unreasonably high. 

The explanation of the alleged impracticability of combining the 
two freight trains into one is not entirely convincing. If the volume 
of way freight was so small as not to exceed the capacity of the truck 
and trailer, the additional load and the additional train time at way 
stations would not appear to be burdensome to the one combined 
train. The alleged impracticability of consolidating the two trains 
should be more fully explained. 


January, 1927 WwW. JaG 


Exmoor Rattroap Company! 


RAILROAD OPERATION—Reduction of Service to Reduce Operating Expenses 
on Branch Line. Traffic on the branch line of a railroad had become so 
light that only one passenger train and one way freight train were op- 
erated daily each way. The annual loss on the branch, which connected 
to stations, was $75,000. Rather than obtain permission to abandon 
the branch, the railroad adopted a plan to reduce service and lower ex- 
penses on this line. The passenger train was withdrawn and replaced 
by a combination passenger and baggage car on the way freight train. 
The to full-time station agents were replaced by part-time caretakers, 
who kept the stations open 4 hours a day, and by a train auditor, who 
acted as traveling agent for each station. 


(1924) 


The Exmoor Railroad Company owned and operated, as a 
part of its system of about 400 miles of lines, a branch line 36 
miles long connecting 10 stations. This line ran through a 
sparsely settled region which had no important industries. Be- 
fore the use of automobiles, motor trucks, and coaches became 
general, the branch line had a fair volume of local passenger and 
freight traffic and carried substantial quantities of dairy prod- 
ucts which moved over the main line of the railroad. The branch 
line was paralleled by a hard-surface highway which was kept 
clear of deep snow during the winter months. By 1923 the vol- 
ume of traffic on the branch had become so light that all service 
except one passenger train and one way freight train daily each 
way had been withdrawn. Even with this minimum service and 
the exercise of the strictest economy in all expenditures, the gross 
revenues yielded by the branch in 1923 were $75,000 less than 
the operating costs. 

Similar situations had developed on many railroads. The typi- 
cal railroad had one or more branch lines which did not pay the 
direct expenses of operation. Ordinarily the train service was 
reduced, stations were closed, gasoline or electric motors were 
used instead of locomotives, or other similar expedients were 
adopted to cut down costs. In rare cases only was it possible by 
additional service or other means to increase the volume of traffic 
and thereby increase revenues. In the typical case the traffic, 
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never large in volume, had practically dried up because of the 
closing down of industries, the exhaustion of timber lands, mines, 
or quarries, the abandonment of farms, or because of other rea- 
sons, and the little that was left moved more conveniently by 
motor car over the highways. In extreme cases, the railroad ap- 
pealed to the Interstate Commerce Commission or the state utili- 
ties board or both for authority to abandon the branch because it 
was a liability instead of an asset. The commissions, however, 
were reluctant to grant such relief because it might leave certain 
small communities without railroad service, particularly in winter 
months when the highways might not be passable for motor cars 
or trucks. It had been established firmly as a principle that a 
carrier might have to assume the burden of unremunerative lines 
as an incident to its operation as a whole, and that to hold its 
charter the carrier must furnish reasonable service on all its 
chartered lines even though a few of them were a financial burden 
on the remainder of the system. 

The Exmoor Railroad Company never had petitioned the state 
commission of public utilities for permission to discontinue the 
36-mile branch line. Because of strong local pressure, the com- 
pany also had refrained from taking off the one remaining pas- 
senger train and forcing the few passengers to ride in a combina- 
tion passenger and baggage car on the freight train. The 1923 
deficit from the operation of the branch was a serious burden 
on the system, which as a whole was earning little more than its 
total fixed charges. 

Early in 1924, several of the railroads with which the Exmoor 
Railroad Company’s lines made connections secured authority 
to abandon a few unimportant and unremunerative branches. 

The Exmoor Railroad Company thereupon made a careful sur- 
vey of the operations of its branch line, gathering statistics of 
the trend of population in the territory served, the number of 
passengers and tons carried by the line, the revenues and ex- 
penses, and the extent of auxiliary services. The company found 
that there was little likelihood that traffic would increase. In 
fact, the growing use of through passenger coaches and motor 
trucks indicated that the little traffic that was left for the rail- 
road soon would be taken away. The executives of the company 
believed it would be impolitic to propose the abandonment of the 
branch, but after discussing the situation with persons of influ- 
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ence in the territory and placing all of the facts before them, the 
executives determined to adopt an alternative plan under which 
the service on the branch would be reduced but not completely 
withdrawn. 

In 1923 the company had employed an agent at each of the 
1o stations on the branch line. The work was exceedingly light 
and the agent had much free time. His wages were fixed by a 
schedule prescribed by the United States Railroad Labor Board. 
The wages specified in this schedule were based upon the number 
of hours which the agent was on duty and gave little recognition 
to the amount of work required. With one passenger train and 
one freight train per day on the branch, each agent was required 
to be on duty more than 8 hours, although during many hours 
there were practically no duties to perform. It was not possible 
for the company to avoid this overtime by spacing the trains so 
that the hours on duty could be split into two or more periods. 
The rules of the United States Railroad Labor Board required 
the railroad to employ an agent on a full-time basis if the aggre- 
gate daily hours on duty were 5 or more, and made it impossible 
for the company to combine the duties of classified employees, 
as, for example, to have the section foreman act also as agent. 

The plan which the company adopted provided for the with- 
drawal of the passenger train and for the carrying of a combina- 
tion passenger and baggage car on the way freight train. The 
schedule of this train was so arranged that it was possible to 
close the stations except during four hours each day. This re- 
duction in the hours of service enabled the railroad, under the 
rules of the United States Railroad Labor Board, to employ 
men on a part-time basis to serve as agents or caretakers. The 
company made arrangements at each station to have a storekeeper 
or other local resident act as caretaker. The caretakers kept the 
station buildings open during the prescribed hours, received out- 
bound freight, delivered inbound freight, and in other ways rep- 
resented the company. These men did not sell tickets, check 
baggage, or issue bills of lading. 

Tickets were sold and all the “paper work” was done by a 
train auditor who traveled with the train in each direction and 
attended to station duties while the train crew was loading or 
unloading freight. He was virtually a traveling agent for the 
10 stations. He was required to make out but one report and 
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balance sheet for the branch as a whole. The caretaker at each 
station acted as his resident assistant in collecting money for 
freight charges. Money so collected was remitted to the treasurer 
by the train auditor. The train auditor was furnished with blank 
waybills numbered consecutively. These he was required to 
account for as though they were tickets. 

Under this plan, the company was able to employ competent 
caretakers for from $25 to $30 a month. The agents formerly 
employed had been paid from $125 to $135 a month. Besides, 
there were savings in station supplies and expenses, as well as 
the larger saving resulting from the discontinuance of the pas- 
senger train. 

The records for the first eight months of 1924 indicated that 
the branch would show a deficit of $35,000 in 1924 as compared 
with the $75,000 deficit of 1923. The railroad thus was saving 
$40,000 a year. When the plan was introduced, some of the resi- 
dents of the territory served by the branch line had protested 
against the withdrawal of the passenger train. These people 
soon had ceased to protest, however, being convinced by the com- 
plete and frank explanation of the railroad management that the 
company could not stand the former loss and had adopted this 
plan as an alternative to petitioning for authority to abandon 
the branch entirely. 


ComMENTARY: The ingenious arrangement for solving one trouble- 
some case of an unremunerative branch line is not adapted for general 
adoption. In this case the number of stations was not beyond the 
capacity of one traveling agent, yet was enough to yield savings suffi- 
cient to justify the adoption of the plan. Ordinarily no such ideal 
combination exists, but the case is of interest in suggesting modifica- 
tions for other like situations. 

Such branch lines are a serious burden upon the earning power of the 
typical railroad, and every expedient short of abandonment should be 
studied. This case should be considered in connection with others 
where steam service by rail has been displaced by rail gasoline motor 
cars or where the railroad company has taken care of the service by 
operating its own motor coaches and trucks on the highway. 

The case also calls attention to the burdensome and inelastic rules 
of the United States Railroad Labor Board. These rules required the 
payment of unreasonably high wages to the station agents. The rail- 
road company would have had no difficulty in securing the services of 
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men who would have been glad to act as station agents at reasonable 
wages, with the privilege of doing other work between train times, but 
the railroad company had no escape from the payment of monthly 
rates of $125 to $135. The rules were nationally standardized, and 
the labor unions were on guard against exceptions. 

Since the case was written, the United States Railroad Labor Board 
has been abolished and supplanted by the mediation and arbitration 
provisions of the Watson-Parker Act of 1926. Under existing condi- 
tions it is possible for the railroad company to make special agreements 
with its station employees to cover cases of this kind. 


January, 1927 W. J.C. 


DuRWARD RatLroap! 


EmpPLovEE GriEVANCES—Providing Method of Adjustment. A railroad, which 
for many years had had an agreement with the Federated Shop Crafts 
covering working conditions and rates of pay, had settled disputes 
with its employees by conferring with paid representatives of the 
union. As a result of a general strike in 1922, the railroad recruited 
4,437 new employees. At the suggestion of the Railroad Labor Board, 
the railroad established an employees’ association in order to provide a 
means for the presentation and adjustment of these employees’ griev- 
ances. After two years of the association, the management of the rail- 
road was uncertain whether to continue the association, whether to 
allow the Federated Shop Crafts to organize the employees as a part 
of the national union, or whether to set up a form of employee repre- 
sentation in which the management would be the guiding force. 


(1924) 


For many years prior to 1922, the Durward Railroad had had 
an agreement with the Federated Shop Crafts covering working 
conditions and rates of pay of its employees who were members 
of the union. Previous to March 1, 1920, disputes arising be- 
tween workers and the management had been settled by paid 
representatives of the union in conference with officials of the 
railroad. At that time, however, Congress passed the Trans- 
portation Act, which set up, among other things, the Railroad 
Labor Board. That board had power to receive for hearing and 
to decide any dispute involving grievances, rules, working condi- 
tions, or wages and salaries of employees or subordinate officials 
of any railroad engaged in interstate commerce in the United 
States. Disputes might be heard upon application of the chief 
executive of any carrier, upon application of an organization of 
employees or subordinate officials whose members were directly 
interested in the dispute, upon a written petition signed by 100 
unorganized employees or subordinate officials, or upon the Rail- 
road Labor Board’s own motion, if it was of the opinion that 
the dispute was likely to interrupt commerce. The Railroad 
Labor Board had no power, however, to enforce its decisions. 

In 1922, two unfavorable developments took place in the rela- 
tions between the railroad managements of all roads in the coun- 
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try and the workers in the mechanical and maintenance depart- 
ments. The first was a decision of the Railroad Labor Board — 
which decreased wages of these departments 10% and abolished 
the plan of paying for Sunday work at the rate of time and one- 
half. The second resulted from the action taken by two rail- 
roads in turning their entire shop crews over to an independent 
contractor and contracting with him for all maintenance work. 
This action raised a question of employees’ seniority as workers 
for the contractor and of their right to receive pensions when old 
age forced them to cease work. 

As a result of these developments, there was a great deal of 
discussion in the press, and the national officers of the Federated 
Shop Crafts issued a statement to the effect that there would be 
a general strike at 10 a.m. on July 1, 1922. The management 
of the Durward Railroad received no communication, however, 
direct or indirect, from the committee of its employees which 
represented the national federation. On the morning of June 30, 
1922, the officers of the railroad sent for the committee and were 
informed that the employees would leave on July 1 unless they 
received orders to the contrary from their national officers. The 
management representatives were told that the railroad could not 
prevent cessation of work and that the matter was in the hands 
of the national officers to be settled only upon a national basis. 
The railroad’s relations with its employees and with the em- 
ployees’ representatives were friendly; no grievances of any kind 
existed between the men and the management. It had been the 
policy of the management to live up scrupulously to schedules 
made with organized labor in regard to pay and working con- 
ditions. 

After its interview with the employees’ committee, the man- 
agement of the Durward Railroad held a conference of all re- 
sponsible officers of the railroad to discuss the situation and to 
prepare for the strike. It was decided, in case the strike was 
called, to build up a new permanent force by direct employment 
of skilled mechanics. The number of skilled metal trades work- 
ers in the district covered by the railroad was large. Production 
had been restricted for a considerable period and there were many 
skilled men out of employment. Since the wages, the working 
conditions, and the permanence of employment to be offered by 
the Durward Railroad were thought to be attractive, the man- 
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agement believed that it would not be difficult to recruit a new 
force of men, even though they would not be familiar with the 
details of railroad work. The management recognized that, in 
order to procure the proper type of men, it was necessary to 
promise permanent employment, with the qualification that the 
service of the men hired must be satisfactory. 

The Durward Railroad telegraphed the Railroad Labor Board 
of its intention. Advertisements were inserted in all the leading 
newspapers of the district, setting forth the conditions of em- 
ployment, which included not only the rate of wages as adjusted 
by the Railroad Labor Board, but also the promise of permanent 
positions and protection from strikers. It was estimated that 
two years would be required to train the new men thoroughly 
in their duties, but that they would be reasonably proficient 
within six months. During the early period of training, more- 
over, repairs to locomotive parts could be made in vacant shop 
space in outside industries. 

At 10 a.m. on July 1, 1922, the strike was called. In the 
motive power, car, and maintenance of way departments of the 
Durward Railroad there were at the time approximately 6,000 
men, 90% of whom struck. By July 27 the railroad had re- 
cruited 3,780 men, and by August 10, 4,437 men. The applicants 
were for the most part of a high degree of intelligence; many 
were experienced workmen who had left other positions to obtain 
more constant employment and higher rates than were being 
received in other industries. Because work in the railroad shops 
was unlike that in other industries, it was necessary to train every 
man who was employed. That training was only a matter of 
time, for the railroad discovered that the large majority of the 
men were willing to learn the special features of the work that 
was required of them. 

On July 3, 1922, the Railroad Labor Board passed a resolution 
dealing with conditions arising from the strike of the Federated 
Shop Crafts, the third, fourth, and last paragraphs of which are 
quoted: 

Whereas in the future submission of disputes involving rules, wages, 
and grievances of said classes of employees of the carriers, it will be 
desirable, if not a practical necessity, for the employees of each class 


on each carrier to form some sort of association or organization to 
function in the representation of said employees before the Railroad 
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Labor Board, in order that the effectiveness of the Transportation Act 
may be maintained. 

Now therefore be it resolved that it be communicated to the carriers 
and the employees remaining in the service and the new employees 
succeeding those who have left the service to take such steps as soon 
as practicable to perfect on each carrier such organization as may be 
deemed necessary for the purpose above mentioned. 

Be it further resolved that, if it be assumed that the employees who 
leave the service of the carrier because of the dissatisfaction with any 
decisions of the Labor Board are within their rights in so doing, it 
must likewise be considered that the men who remain in the service 
and those who enter it anew are within their rights in accepting such 
employment, that they are not strike breakers, seeking to impress the 
arbitrary will of an employer upon employees, that they have a moral 
as well as a legal right to engage in such service of the American 
public to avoid interruption of indispensable railway transportation, and 
that they are entitled to the protection of every department and branch 
of the government, State and National. 


On August 1, 1922, the President of the United States proposed 
to the railroads throughout the country that all employees on 
strike be restored to their former positions with seniority and 
other rights unimpaired. The Durward Railroad, in the light of 
its promise of permanent employment and of protection while 
the strike lasted, could not concur with the President’s proclama- 
tion. It did, however, follow the suggestion of the Railroad 
Labor Board in regard to forming an association of its employees. 
In a letter sent to the mechanics, helpers, and apprentices in the 
motive power, car, and maintenance of way departments, the 
Durward Railroad proposed the formation of an association, the 
purpose of which was to provide an adequate and prompt means 
for the presentation, consideration, and adjustment of any griev- 
ance affecting in any way the working conditions, rates of pay, 
or other related matters of mutual interest to the management 
and the employees. If a majority of the men voted in favor of 
forming such an association, they were to select representatives 
to confer with the management as to the best means of carrying 
out the proposals of the Railroad Labor Board. The vote when 
taken was almost unanimous in favor of the association. The 
delegates were chosen, and a conference between those delegates 
and representatives of the management was held in which a con- 
stitution for the proposed association was drawn up. 

The association so formed was similar to the former craft 
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union to the extent that it had a definite organization, a constitu- 
tion, and certain declared purposes. It was independent of the 
railroad in that it directed its own policies and measures. It 
was founded more on the basis of cooperation than of compulsion. 
At the start, it lacked some of the features of the national organi- 
zation. It had no paid officials to represent it in disputes to be 
taken before the management; it did not advocate a closed shop; 
and it was not financially able to set up a strike fund to tide the 
workers over periods when disputes were being settled. 

Up to December, 1924, the railroad considered as an open 
question the advisability of maintaining the association as a 
means of hearing employees’ grievances. If it appeared that the 
association was not carrying out effectively the purposes for 
which it had been organized, there were two possibilities which 
might be considered. The management might either allow rep- 
resentatives of the Federated Shop Crafts to organize the men 
into a union which would be an integral part of the national 
organization, or it might set up some form of employee represen- 
tation under which it would be the guiding force in the settling 
of all disputes. 

The Federated Shop Crafts had had long experience in further- 
ing the aims of all mechanical workers on the railroads. Paid 
officials who were not employees of any carrier carried on the 
negotiations with the management officials. The national organi- 
zation had large reserve funds on hand with which to aid workers 
who went on strike. The fundamental principle upon which the 
organization worked was that the interests of its members rested 
in the last analysis upon the power of compulsion. 

Employee representation, on the other hand, made no provision 
for outside affiliation. No organization of the employees was 
necessary, and no strike or benefit funds and no paid officials 
were needed. Machinery providing for the election of repre- 
sentatives of the workers and a systematic method of handling 
grievances were the only factors in its formation. The operation 
of such a method would be financed by the railroad, and the 
benefits accruing under the plan would depend upon the manage- 
ment’s good faith and the confidence of employees in the man- 
agement. 


ComMMENTARY: Subsequent to the postwar inflation, there was a 
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general adjustment of wage scales, accomplished with varying degrees 
of difficulty. The bargaining machinery of labor apparently was strong, 
as a result of a high degree of unionization. The economic power of 
these unions was weak, however ;” curtailment of operations was forcing 
great numbers of men out of work. Failure to accept reduced wages 
commonly resulted in dismissal. In this state of affairs, company 
unions and shop committees received a stimulus. There was an em- 
ployers’ market for labor. 

The experience of the Durward Railroad during the period sub- 
sequent to the postwar inflation was typical of that of other companies. 
Wages were reduced; the Federated Shop Crafts Union protested; a 
strike followed; other workers were secured in a short time, and opera- 
tions were continued as before, except that affiliation with the Federated 
Shop Crafts was ended, and a company union was substituted. 

The settlement of difficulties between employers and employees is 
seldom entirely satisfactory to both parties; either one or the other 
wins a complete victory, or a compromise is effected. The status 
secured by the Durward Railroad with a company union seems to have 
been the best compromise practicable under the circumstances. From 
the point of view of the company, the advantages of having its em- 
ployees organized (and there are many advantages) were secured; at 
the same time, the company union obviated the disadvantage of having 
company employees connected with a federal system, which tends to 
confuse the interests of individual groups of labor with the interests 
of a fictitious, typical laborer representing the whole of labor. From 
the point of view of the employees of the Durward Railroad, the com- 
pany union maintained their self respect. It could undertake in an 
adequate way any welfare functions desired; and, depending upon the 
quality of its organization, it could represent its members to the man- 
agement, presenting the particular cases affecting them without drawing 
in the affairs of non-homogeneous groups. 

In times of an employers’ market for labor and during periods of 
normal demand for labor, the plan of employee organization adopted 
by the Durward Railroad promises to be successful. In times of pro- 
tracted labor scarcity, however, a reversion of labor to trade unions 
and strong federalization may be expected. 


October, 1927 H. N. G. 


2The postwar building boom was not interrupted seriously by the deflation of 
1920-1921. The result was a continued demand for building-trades labor, and a 
consequent retention of an advantageous economic bargaining position by it. Asa 
result, building-trade wages practically remained unchanged, while other wages 
suffered general reductions. 





WALWORTH MANUFACTURING COMPANY 
MANUFACTURER—PIPE FITTINGS AND TOOLS 


Factory Location—Selection of Site. A company manufacturing pipe fittings 
and tools, located in Boston, needed additional plant capacity to supply 
an enlarged market. The choice of a location was between Chicago, 
Keokuk, and Birmingham. After considering costs of construction, of 
power, and of machinery and equipment, availability and cost delivered 
of raw materials, climatic conditions, attractiveness of surroundings, 
transportation facilities, distance from factory to distributing warehouses, 
and, in connection with labor, supply, wages, and housing facilities, the 
company decided to locate its new plant in Birmingham. 


(1916) 


From 1843 to 1913 the Walworth Manufacturing Company, of 
Boston, had confined its sales efforts to New England and the 
export trade. In 1913 a new president was appointed who made 
plans for the reorganization of the production, accounting, and 
sales departments. It was his aim to develop a nation-wide 
market for the company’s products, which included valves, 
wrenches, and pipe fittings, by taking advantage of the com- 
pany’s high reputation and goodwill in the trade. A competing 
company which, in 1890, had been the third largest company in 
the industry had developed a sales volume which was larger than 
that of any other company in the industry, including the Wal- 
worth Manufacturing Company. One reason to which the presi- 
dent of the Walworth Manufacturing Company attributed this 
growth was the change made by the competing company from 
the prevalent method of distribution through wholesalers to direct 
sale through branch warehouses located in distributing centers. 
The president favored the adoption of a similar policy of dis- 
tribution by the Walworth Manufacturing Company and planned 
to establish gradually about eight branch warehouses in the 
Middle West and on the Pacific Coast. By 1916, additional 
plant capacity was required to supply the enlarged market, and 
it was necessary to select a location for a plant to produce pipe 
fittings. The choice was between Chicago, Illinois; Keokuk, 
Iowa; and Birmingham, Alabama. 

The new plant would require about 10 acres of land, with 
500,000 square feet of floor space. Approximately 1,600 workers 
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would be employed. The planned production, which was to con- 
sist of 1,000 tons of cast-iron products and 750 tons of malleable 
iron products per month, was twice the capacity production of 
cast-iron products in the existing plant and three times its ca- 
pacity for producing malleable iron products. 

The cost of the land in Chicago was $500,000, and in Birming- 
ham $100,000. The city of Keokuk offered to donate a factory 
site for the proposed plant. Construction costs were estimated 
at $1,000,000 if the plant was erected in Chicago or Keokuk; 
construction costs for a factory at Birmingham were estimated 
at $800,000. In Chicago it would be necessary to erect a power 
plant, at an estimated cost of $100,000, but in Keokuk and Bir- 
mingham electric power could be purchased at a lower cost than 
would be incurred by the company in the production of its own 
power. The annual power costs were estimated at $35,000 in 
Chicago and Birmingham, and at $15,000 in Keokuk. The cost 
of machinery and equipment was approximately equal in the 
three cities, except that the cheaper labor costs in Birmingham 
might render the installation of labor-saving equipment unecon- 
omical, with a resultant reduction in machinery costs in Birming- 
ham. Depreciation charges on machinery and equipment were 
expected to be about 10% a year. 

The manufacturing costs of pipe fittings were distributed as 
follows: material costs 25%, direct and indirect labor 45%, mis- 
cellaneous expense 15%, superintendence and overhead 15%. 
Monthly requirements for the principal raw materials to be used 
in the new plant were as shown in Exhibit 1. 


EXHIBIT I 


MonTHLY RAW.MATERIAL REQUIREMENTS OF PROPOSED PIPE FITTINGS 
PLANT OF WALWORTH MANUFACTURING COMPANY 
(In gross tons) 





Southern pig iron........cecee econ cece eee ee eee n ct eneetaseseeens 750 
Cast and Scrap irOn.....s se ee eee e eee e eet eee ence eee ene ene cneseees 250 
Malleable pig iron.......ceceeeeee sree sence eee ence cee eeeseeeeee 600 
Malleable scrap irom.......ece sees seer erect eee ee eee e ne eseeecees 150 
Coal and coke........cseeecccce ccc eeeesseersseeesseereseesrees 1,500 


a a en ee me 


Scrap iron and malleable scrap iron could be purchased locally 
at each of the sites. Southern pig iron would be purchased in 
Birmingham. The freight rate for southern pig iron in carload 
lots from Birmingham to Chicago and to Keokuk was $5 a gross 
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ton. The price of southern pig iron was about $17 a ton. Mal- 
leable pig iron was purchased in Erie, Pennsylvania; the freight 
rate in carload lots to Chicago was $3.10 a gross ton, to Keokuk 
$3.44 a gross ton, and to Birmingham $5.69 a gross ton. The 
same relative differentials in freight rates existed from producing 
centers of malleable pig iron in Ohio. An ample supply of coke 
could be secured in Birmingham without expense for freight, ex- 
cept a switching charge of $5 a car of 4o net tons. In Chicago 
or Keokuk, coke could be obtained from southern Illinois at a 
freight charge of $2 a net ton. 

An ample supply of labor was available in both Birmingham 
and Chicago, and in Keokuk an adequate labor force could be 
recruited from near-by cities, such as Rock Island, Moline, and 
Davenport. Approximately 200 skilled workers, 800 semiskilled 
workers, and 600 unskilled workers would be necessary. In Chi- 
cago and Keokuk the wages for skilled employees were 75 cents 
an hour, for semiskilled employees 60 cents an hour, and for 
unskilled employees 40 cents an hour. In Birmingham the hourly 
rates of wages were 75 cents for skilled workers, 45 cents for 
semiskilled workers, and 30 cents for unskilled workers. Em- 
ployees would work 48 hours a week for 50 weeks in the year. 
The semiskilled and unskilled labor obtainable in Birmingham 
was colored, and the skilled labor was white. The labor in Bir- 
mingham was regarded as equal in efficiency to that in Chicago 
and Keokuk. In Chicago labor was more highly organized than 
in Keokuk or Birmingham. Housing facilities in Birmingham 
were more favorable because houses could be constructed at less 


EXHIBIT 2 


ESTIMATED DISTRIBUTION OF SALES OF PROPOSED Pirpr FIttTIncs 
PLANT AMONG BRANCH WAREHOUSES OF WALWORTH 
MANUFACTURING CoMPANY 








Estimated Percentage of Sales of 








Branch Warehouses New Pipe Fittings Plant 
Dallas se Texasies seraettere os Pec ee ee ee 15% 
Denver;:Coloradosesee ys. cewone she faces ten ae 5 

Chicago; Thinols sc. .ia ss an eta eee eee 20 

IWwansas# City mmWansase eit teary een ae een ee Io 

bos Magalles, Chlltioraihy, 45 adccoaucncunovouncsgoenac 20 

Pittsbursh Pennsylvania lassen ieee itee Io 

Seattleye Washingtonweyen strane teen een 5 

SL plots mIVlisco Uniber rs erycs eee eae a 15 
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expense than in the North. In Keokuk the Board of Trade would 
construct adequate housing facilities for imported labor. Other 
labor factors taken into consideration were the cost of living, 
recreational facilities, and the nationality of the labor available. 

The branches to be supplied by the new factory and the esti- 
mated proportion of the total output to be sold by each branch 
were as shown in Exhibit 2. 

All shipments were to be made to the branches in carload lots. 
The freight rates per too pounds for iron pipe fittings from the 
3 cities considered to each of the branches were as shown in 
Exhibit 3. 

EXHIBIT 3 
FREIGHT RATES FOR IRON PIPE FITTINGS SHIPPED IN CARLOAD LOTS 


From Proposep SITES TO BRANCH WAREHOUSES OF 
WALWORTH MANUFACTURING COMPANY 














From Chicago to: Per Hundred Pounds 
Some OUI Sem ee a evens olen notes ke) aa. toiieyaiceohisie ann cpausioun ele woaveie <-cters chekenene $0.23 
KANSASRCILYaeiete 6 oe orci ei wins) «wipers aoe ieee oo Ooo cusisaetens: seas) 0.34 
MD OTC reste coe ce tiene ate eilnid Miao ete ieee alate sie eherere) etevenete 0.72 
TEES tice MMe eine serra eisai teasianevetelete otnelhetaeniaeot etter 0.27 
CMA cadoSeosde dodoeasnavesuomsons oudeeecosoodddGs 0.00 
SCALE OMe rete ele ten autto ne (onsinigiene Ge aus arava feueverorvis aie ahaustohetters 1.125 
AGOSMATIE Cle eter ieretre ratio alae te or sketch ot altel el tenets stote olte everett shel iore 1.125 
Daas terete aleta iene: caterers enere acle here ects lst sie ah ere eteney senate ie 0.56 

From Birmingham to: 

See ZO WIS Merete teneataes esac. < oleleys e/aleiele's ciehstekeie a ohaeirear ole $0.475 
Kansasn@ily merited aideristts cients arent +) ols\ le ase ter sie nee 0.565 
LD) Cry CUM on Creole ine ioeiasiois a aialolene ia auelocsteaievere oot eheterstousys 0.95 
PYCESI UES emer tele a tie ctettewiever(eraisiotst oie eletarsye onan’ « (oloiolal-{rerlace seu 0.565 
(Ghia Omir ries rtaiete wl ateie iets ot aia ali ono) aliokes ieee erste ici y= 0.50 
SCALE emer mea aie Cone ene ieee nites oy ota fic sy sue oils sens oVeuoleleiervenecouele 1.19 
WOSMATE CLES eee are eiaiye ote elon) steiert eenn wre’ ol\run wlelaia\ sheletsasyeree iris 1.19 
fy a ac ee rile re ieee etsic or cretereie clin vente telsianettatere 0.525 
From Keokuk to: 
SCAG OULIS MINE Tere reto niet ohio oh ot his ese soa CololeV ota tas) clostenelonslauelny Neher $0.17 
IKeansase Cibymer siete aera siereis aise eae ayersie sioner vein folsienctoronelonel cic 0.325 
DTA CRM eae ciatcae cou tare a cievetale stots onelo sisi e-cueletet uw sisuetarsvoneyeval¢ 0.69 
Pittsburgh (reece. ve oe cl cle nic iie vince cies elsielnle misleinlelnieie 0.465 
(Chica On eee eet ctelet sicko cloiel ef belaiatelnie\e)ele\a|el sir ielale/olele inl lelolcheiaicis 0.22 
Seat tl CMe Ctr ee a ethos ota cial stole slarshainayera sree ioier ty orels 1.065 
WoswAneelestete neers steele cite laceliebeloi-ielaiotielekvenonelsiekelexa'e 1.565 
Dal ea ame eee ccs cielo chorea lave ole a etave onale) eli ctrnmtenttats eae 0.56 





Freight expense for the finished products averaged about 5% 
of the company’s selling price. Since the market was highly 
competitive, an excessive expense for freight reduced the com- 
pany’s margin of profit. 
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Other factors considered by the president of the Walworth 
Manufacturing Company were the attractiveness of the sur- 
roundings for the plant executives and the climatic conditions 
of the three cities. The distance from the factory to the branches 
was taken into consideration. The transportation facilities avail- 
able in each of the three cities also were considered. In connec- 
tion with similar plants in allied industries, the president observed 
that the majority of establishments in Birmingham produced 
crude iron products without machining operations and that there 
were few large industrial companies in Keokuk. 

As a result of the study of the various factors, the company 
decided to locate a plant in the Birmingham district. 


CoMMENTARY: The major problem of policy was decided when the 
Walworth Manufacturing Company undertook to develop a national 
market, using a series of branch houses throughout the country for 
distribution purposes and supplying this market from strategically 
located manufacturing units. From that point on, the problems con- 
cerned the rate at which the program determined by this policy was to 
be carried out, and the making of surveys to determine where to locate 
the several units. 

The Walworth Manufacturing Company decided to locate a plant in 
the Birmingham district as a result of the study of this problem. This 
decision appears to have been justified for two primary reasons: the 
capital investment would be smaller and the operating costs would be 
lower in the Birmingham area than in Chicago or Keokuk. The out- 
lay required for Birmingham was $900,000, for Keokuk, $1,000,000, 
and for Chicago, $1,600,000. By itself this differential has little 
significance, as operating cost differentials during the life of the plant 
might reverse the relative situations. The majority of factors having 
to do with operating costs also favored Birmingham, however, so the 
decision was supported upon both bases. Raw materials and labor, the 
principal cost items, were lower in the Birmingham area than in Chicago 
or Keokuk. The factor of cost of power did not disfavor Birmingham. 
The character of labor available in the South was suitable, and it was 
less inclined to cause trouble than was northern labor. The unfavorable 
freight situation was not of sufficient weight to balance the favorable 
features of low production costs. 


October, 1927 H.N., G. 


WALWORTH MANUFACTURING COMPANY 
MANUFACTURER—PIPE FITTINGS AND TOOLS 


Factory Location—Selection of Site. A company manufacturing pipe fittings 
and tools in its two plants, located in Boston and in Kewanee, Illinois, 
had decided that competition from plants in the Birmingham, Alabama, 
territory made it necessary for the company to secure a site for a plant 
in that territory. The company thereupon considered the question of 
whether to locate in Birmingham itself or in the Chattanooga, Tennessee, 
or Gadsden, Alabama, areas. In each of these territories power costs and 
service were satisfactory, raw material costs were practically the same, 
transportation facilities were adequate, and the labor supply was suffi- 
cient. Because the Gadsden district was free from labor union troubles 
often found in larger cities, the company decided to locate in that 
district. 


ExpaNnsioN—Purchase of Plant as Alternative to Construction of New One. 
An eastern company manufacturing pipe fittings and tools in its two 
plants, located in Boston and in Kewanee, Illinois, wished, because of 
competition from southern plants, to secure a site for a plant in the 
Birmingham, Alabama, territory. After deciding that the area about 
Gadsden, Alabama, was the most satisfactory site available for a plant, 
the company debated whether to erect a new plant in Gadsden or to buy 
the plant of a going concern in a similar line of business in Attala, a 
town in the same district. The company decided to buy the Attala plant, 
which with needed changes in construction would cost less than to build 
a new plant. 


(1925) 


The original plant of the Walworth Manufacturing Company 
was located at Boston, Massachusetts. The company manufac- 
tured cast-iron and malleable iron pipe, pipe fittings, tools, valves, 
and similar products. Although the market for the tools manu- 
factured by the company was practically world-wide, the princi- 
pal market for the other products was in the northeastern and 
middle Atlantic states. The nature of the pipe and pipe fittings 
trade required that manufacturers carry an extensive stock and 
be in a position to render special service to customers, particu- 
larly, prompt delivery of rush orders. With respect to this trade, 
therefore, the market which the Walworth Manufacturing Com- 
pany served from its Boston plant necessarily was limited to the 
area over which the company could meet or better the deliveries 
made by competitors. 
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In 1916, the executives of the company, wishing to expand the 
company’s activities, had made a study to determine the best 
place in which to locate another plant for the manufacture of 
pipe and pipe fittings. As a result of this study, the company 
had decided to locate a plant in Birmingham, Alabama. Before 
carrying out this decision, however, the company had the op- 
portunity to purchase a plant at Kewanee, Illinois, which was 
suitable for the company’s purposes. Although for the iron prod- 
ucts the costs of labor, iron, and freight to some parts of the 
market to be covered were higher in this section than in some 
others, since this plant could be secured at a price which was 
clearly advantageous to the company, the purchase was made. In 
the manufacture of brass products, it was desirable to be near 
some large industrial center in order to obtain the proper raw ma- 
terials. Kewanee fulfilled this requirement. Freight rates fre- 
quently amounted to from 10% to 15% of the sales value on 
the iron fittings and bulky products, to from 3% to 5% on the 
brass fittings, and to 2% on the tools. For this reason it was 
impossible for the Boston plant to compete on the iron products 
with inland producers in their territory. The new plant was to 
serve all the inland territory and the Pacific Coast, while the 
Boston plant would continue to supply the Atlantic Coast. 

In 1925, however, plants located in and near Birmingham, Ala- 
bama, provided such strong competition on a price basis that, 
in order to take advantage of low production costs, the Wal- 
worth Manufacturing Company was forced to purchase or con- 
struct a plant in that territory. By operating a plant in Birming- 
ham, the company would be in a position to render service equal 
to that of any other company at no higher cost than that of 
competitors, and to serve adequately the markets of the Texas 
oil fields and of Cuba. Although competition was becoming in- 
creasingly keen, time was not an essential element in the prob- 
lem. Likewise no great difficulty was anticipated in financing any 
project which might be undertaken. 

Accordingly, the Walworth Manufacturing Company under- 
took a study to determine the most favorable town or city in 
which to locate a plant in the Birmingham district. Among 
several places considered were the following: Chattanooga, Ten- 
nessee; and Birmingham and Gadsden, Alabama. A brief outline 
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of pertinent factors about each of the three cities was presented 
to the president of the company. 

Chattanooga was served by six railroads and was located on 
the Tennessee River, which was used for barge transportation. 
It was expected that the river would be navigable for standard 
barges when the Muscle Shoal hydroelectric development was 
completed about 1925. A belt railway operated by the Southern 
Railroad connected all entering roads and all industrial sections. 
Switching charges were low, and the minimum weight on which 
a carload rate could be obtained was 10,000 pounds a car. In 
other parts of the country the minimum weight was as high as 
24,000 pounds a car. 

Industry in Chattanooga was widely diversified; no one indus- 
try or establishment dominated the district. There were ro banks 
having a total capital and surplus of $3,500,000. Two banks 
each accounted for $1,000,000 of this total. A comprehensive, 
well-managed street railway system furnished adequate service, 
not only in Chattanooga but between outlying towns. A hydro- 
electric development on the Tennessee River furnished excellent 
power service at low rates. With one exception, all foundries 
melted Birmingham pig iron. Scrap iron could be obtained lo- 
cally in quantity, but no foundry used it, since pig iron was con- 
sidered cheaper. Coke produced in a local by-product plant was 
not of high quality because it carried a high percentage of ash. 
Foundries used Birmingham coke. Local molding sand was be- 
lieved to be satisfactory, and core sand was brought from Ken- 
tucky. Coal was produced locally and usually sold below Bir- 


EXHIBIT I 


Minimum AND Maximum WAGES OF FOUNDRY WORKERS 
IN CHATTANOOGA 








Wage per Hour 





Classification 
Minimum Maximum 


General laborers (negro).....-+-+++ssseetrerettteee $0.20 $0.25 
Core makers and helpers. ....----++sesrreecrtertte .40 45 
POCITC LST te ert ie eet eset te one Ca eael ere cast needed AS; 30 
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mingham prices. Local coal was quoted at $2.60 a ton delivered 
as against $3.50, the price of Birmingham coal. 

The labor supply in Chattanooga was almost entirely American 
born; about 60% was white and 40% negro. The total popula- 
tion was approximately 85,000. Hours of work ranged from 48 
to 60 a week, with a prevailing average of 54 hours. There were 
2 small union foundries out of a total of 28. Labor rates were 
set on a task basis; the task work was defined and when it was 
finished the worker went home. At this time, labor rates in foun- 
dries, based on a 60-hour week, were approximately as shown in 
Exhibit 1. 

There were four available sites for a plant in Chattanooga: 

1. Acreage adjacent to the Belt Line in Moccasin Bend for maximum 
of $1,000 an acre; 

2. Acreage south of the city for maximum of $1,000 an acre; 


3. Property just outside the city limits on Ship Avenue, available at 
$1,500 an acre; 


4. Property of the Southern Machine Company on E. 23rd Street, 
containing about 16 acres which could be bought from 3 owners at 
approximately $67,000. 


In the first two locations a housing development, which would 
be taken care of by realty operators, would be necessary. No 
offer of a free site was made. 

Birmingham was served by 10 railroads. The complete net- 
work of interconnection of railroads and industries was effected 
through the Birmingham Belt Railway operated by the Frisco 
lines. The Warrior River, about 2 5 miles west of Birmingham, 
furnished water transportation by barge line to Mobile and New 
Orleans. It was expected that the Intercoastal Canal would be 
completed within five years; it would provide barge service to 
Port Arthur, Galveston, and Houston, Texas. Freight rates via 
barge were 20% below all rail rates. 

There was small diversification of industry in Birmingham. 
The industrial situation was completely dominated by operations 
of the Tennessee Coal, Iron & Railway Company, the Republic 
Iron & Steel Company, the Woodward Iron Company, and the 
Sloss Sheffield Steel & Iron Company. There were 11 banking 
institutions, with a total capital and surplus of $8,300,000. Three 
banks were capitalized at $1,000,000 or over and accounted for 
$6,800,000 of the total. All parts of Greater Birmingham were 
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served efficiently by a trolley system. Electric power was fur- 
nished from a hydroelectric plant; rates were low and the service 
was uniformly good. Pig iron was produced locally in large 
quantities from local ore, local coke, and local limestone. Bir- 
mingham ore was of low grade, as was also the coal produced 
locally; many mines were operated with convict labor. Coke of 
high quality was produced locally by several large plants. Mold- 
ing sand was found within 50 miles of Birmingham. 

The population of Greater Birmingham was about 200,000. 
The city was 57% native white and 39% negro. It had a small 
percentage of foreign-born labor, principally Italian, which was 
not regarded as efficient and was classed below the negro socially. 
The 54-hour week predominated in the foundries of this district. 
Wages in Birmingham ran approximately as follows: 


EXHIBIT 2 


MINIMUM AND MAaximMuM WAGES OF FOUNDRY WORKERS 
IN BIRMINGHAM 








Wage per Hour 


Classification 





Minimum Maximum 
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About 1920, a strike of foundry workers led by the molders 
had occurred. The strike had resulted in an almost complete 
walkout, continuing for several weeks. In 1925, however, all 
shops were operated as open shops. 

There were four available sites for a plant in Birmingham: 
1234 acres at $1,750 per acre 
. 10 acres at $1,500 per acre 


Io ~=acres at $1,500 per acre 
24 acres at $1,000 per acre 


bh WD H 


Gadsden, Alabama, was served by five railroads. Although its 
industry was considerably diversified, it was said to produce more 
cast-iron soil pipe and fittings than any other city in the United 
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States. The four banks of the city had a total capital and surplus 
of $680,000. Two banks accounted for $500,000 of the total. 
A trolley system connected the business and residential sections 
of the city and also the neighboring cities of. Alabama City and 
Attala. Electric power was furnished from hydroelectric devel- 
opments, at low rates and with excellent service. In general, all 
foundries melted Birmingham pig iron. The Alabama Company 
operated two blast furnaces at Gadsden but sold the iron locally 
on the Birmingham price base. Scrap iron could be obtained 
locally but was not worth using in place of pig iron. All foundries 
used Birmingham coke. All varieties of sand were to be found 
locally, as was also coke. 

The labor supply was almost entirely American born, only 2% 
being foreign born; 32% was negro. The population was ap- 
proximately 15,000. Gadsden was joined by Alabama City, 
having a population of 6,000, and by Attala, with a population 
of 3,500, making a total for the district of approximately 25,000. 
Sixty hours was the standard week in all industries. Gadsden 
as a whole was in favor of an open shop and discouraged any 
prospective industry that did not so operate. Labor rates were 
below those of any other place visited. White molders earned 
$25 to $30 a week for 60 hours, and negro laborers $2 a day for 
10 hours. Acreage was available on all sides of the city and also 
within the city itself. It was the policy of the city to offer free 
sites to any desirable industry. Consequently, no investigation 
of property values was made. 

In addition to this survey of possible plant locations, the pres- 
ident of the Walworth Manufacturing Company had made a 
rough estimate that it would cost from $500,000 to $750,000 to 
build a plant in any one of the possible locations. Of the cities 
mentioned, Gadsden appeared to be the most desirable. Gadsden 
was contiguous to excellent sources of raw material and was free 
from such potential trouble as labor union conflicts, often found 
in larger and growing communities. 

At this time, however, the president learned of the possibility 
of purchasing the plant and business of the National Pipe & 
Foundry Company, of Attala. This company had been organized 
by two men in rors, primarily to compete with the dominant 
Birmingham companies and with other manufacturers in the 
southern and southwestern markets, especially in the oil fields of 
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the Southwest. The company had selected patterns which would 
give the greatest production tonnage—large sizes—and which 
were in demand in the oil fields especially. It was producing 
approximately 1,300 tons of cast-iron screws, flanged pipe fittings, 
soil pipe, and soil pipe fittings per month. The Walworth Manu- 
facturing Company did not manufacture soil pipe and soil pipe 
fittings, but purchased these products from other manufacturers 
for resale. From its beginning, the National Pipe & Foundry 
Company had realized a greater aggregate profit from its soil pipe 
line than from its steam pipe line. Since the Walworth Manu- 
facturing Company already had a market for soil pipe, it could 
afford to undertake the manufacture of this product. 

As the National Pipe & Foundry Company did not manufacture 
a full line of fittings, it had to offer inducements to jobbers to 
split their full line orders. Moreover, it did not have a warehouse 
for finished goods. For these reasons, and because it had low 
overhead charges and wished to obtain a rapid turnover of its 
capital, it quoted lower prices than did the Birmingham manu- 
facturers. Until it had overcome the handicaps of not manu- 
facturing a full line and of not maintaining a warehouse, it could 
not raise its prices to the same level as those of the Birmingham 
manufacturers. 

The Walworth Manufacturing Company’s engineer made a 
survey of the plant of the National Pipe & Foundry Company at 
Attala; the principal parts of his report were as follows: 

The plant covered 12 acres adjacent to the tracks of the South- 
ern Railway, with which it had a spur track connection. The 
plant was one-half mile from the town proper and was contig- 
uous to a tract of 200 acres of the National Land Company, which 
was owned by the same interests that owned the plant. A 
grade was being built for a spur track to connect with the line 
of the Louisville and Nashville Railroad about five-eighths or 
three-fourths of a mile from the plant. Factory refuse was being 
used for the filling. A spur track also might be built to connect 
with a third railroad. 

The plant employed 290 people. A satisfactory labor condition 
existed; the employees seemed willing to do any sort of work 
required of them and to work at high speed. Negro and white 
laborers worked side by side. 

The factory was a low, one-story building of cheap mill con- 
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struction. Although the ceiling was not high enough to permit 
proper traveling crane service, the building was light and airy. 
Two go-inch cupolas lined to 72 inches melted 20 tons per hour 
in the afternoon. Although the sand was handled in narrow- 
gauge trucks on tracks or in overhead monorail cars moved by 
hand instead of in the more efficient automatic conveyors, the 
methods were effective. The fittings patterns, steam and soil 
pipe, were well proportioned and within the inspection limits of 
the Walworth Manufacturing Company; in some instances they 
were superior to those made at Kewanee or Boston. The finish- 
ing equipment was not up to the foundry standard but was more 
than adequate for the output at the time. The wisdom of con- 
tinuous pouring was doubted, because of the hot weather, the 
sand hauling, and the consequent danger of appearing to drive the 
men and, thus, of destroying the esprit de corps which existed at 
the time. 

According to one investigator’s report, excluding the land value, 
the plant could not be duplicated in the South for less than 
$400,000 or possibly $450,000. The company had grown out 
of earnings, and considerable improvements and additions had 
been made which were not shown on the company’s books. A 
separate appraisal figure secured by the president of the Wal- 
worth Manufacturing Company gave a land value of $56,000 and 
a sound depreciated value of building and equipment of $570,000. 
To increase the production to 2,000 tons a month and to make 
other necessary improvements would cost approximately $250,- 
000. The balance sheets of the National Pipe & Foundry Com- 
pany for December 31, 1923, and December 31, 1924, were as 
shown in Exhibit 3. 








EXHIBIT 4 
SALES OF NATIONAL PIPE & FOUNDRY COMPANY, I917 TO 1923, 
INCLUSIVE 
Year Weight in Tons Amount Per Ton 
EQ 7 Mens eer Toe aps0e. ys opr 423 $ 50,760 $120 
TOL OM creneer heaters Pte 1,252 160,256 128 
LOL O Merete eek tests anatase sist 834 108,420 130 
TICs nage bos coomagaDEBEGaoF 2,741 391,963 143 
LQ 2 Litmcioerate eens: weyers 1,021 121,499 119 
1OPMosonemoncesonepeaoaom 2,538 215,730 85 


BO2 Seen eee Tiere ere 4,935 463,890 94 
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The sales of the National Pipe & Foundry Company from 1917 
to 1923, inclusive, are given in Exhibit 4. 

The income account of the National Pipe & Foundry Company 
for the years 1916 to 1924, inclusive, is shown in Exhibit 5. 

As previously stated, Attala was close to Gadsden and Alabama 
City. The plant of the Gulf States Steel Company was located 
at Gadsden. At Attala there was one mine, a hosiery mill, and 
the plant of the National Pipe & Foundry Company. There was 
a surplus of common labor. Common labor rates were 25 cents 
an hour for a 10-hour day. Housing conditions were poor, but 
living costs were approximately one-third less than in Birming- 
ham. 


The Walworth Manufacturing Company decided not to con- 
struct a plant of its own in any one of the cities listed, but to 
purchase the National Pipe & Foundry Company. 


CoMMENTARY: No important consideration of policy is presented by 
the first part of this case; it deals with a survey of costs to determine 
the specific location of a manufacturing unit in the Birmingham dis- 
trict, which district, as the result of a previous study, was judged to be 
one of lower production costs than those of either Chicago or Keokuk. 
The decision as to whether to build a new plant and set up a new or- 
ganization or to purchase the National Pipe & Foundry Company, a 
going concern, involved, however, considerations of policy which are of 
major significance. 

The advantages of any one of the three areas, Chattanooga, Birming- 
ham, and Gadsden, over the others, as a location for the southern pro- 
duction unit of the Walworth Manufacturing Company were not great. 
Labor was sufficient in each place, and, in general, of a nontroublesome 
nature, although in this respect the larger cities were less desirable. 
Wages in Gadsden were lower than those in Birmingham, and as low 
as those in Chattanooga. In each place raw material costs were prac- 
tically the same and transportation facilities were adequate. Power 
costs and service likewise were satisfactory in each district, In brief, 
the locations possessed similar advantages except that possibly Gadsden 
was slightly more favorable with regard to labor factors, 

In view of this indifferent choice as among Chattanooga, Birmingham, 
and Gadsden, the consideration presented by the opportunity to pur- 
chase the National Pipe & Foundry Company, a going concern, located 
at Attala, near Gadsden, is of significance. The physical equipment of 
the National Pipe & Foundry Company, together with improvements 
and new equipment, would be as satisfactory as a newly constructed 
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plant and could be secured at a cost slightly lower than the cost of 
building a new plant. Capitalized earnings, in so far as they could be 
estimated, indicated a lower value for the National Pipe & Foundry 
Company than that represented by the price set by its owners. In this 
instance, however, the Walworth Manufacturing Company was inter- 
ested primarily in securing a production unit, and it was upon this 
basis that the company considered the purchase of the National Pipe 
& Foundry Company. The volume of business to be obtained with the 
going concern would be an additional advantage of purchasing over 
building. As the productive capacity of the industry was already more 
than adequate, the construction of a new plant would have augmented 
the maladjustment of productive capacity to demand. 

The fact that a working organization would be secured along with 
the plant of the National Pipe & Foundry Company was of special 
significance, as the Walworth Manufacturing Company had had no 
experience in the South. Northern companies, upon first undertaking 
operations in the South, have found expensive their mistakes caused by 
lack of knowledge of southern problems. This has been true especially 
with regard to labor, administrative personnel, and public or commu- 
nity relations. In case the plant were purchased, furthermore, there 
would be saving in the time consumed in undertaking operations. 

This going-concern value of the National Pipe & Foundry Company 
supplemented the conclusion that the Gadsden district was a satis- 
factory one. It completed the argument favoring entrance into that 
district and the purchase of that company by the Walworth Manufac- 
turing Company. 


November, 1927 H. N. G. 


TOTTENHAM MoTor Company! 
MANUFACTURER—AUTOMOBILES 


INVENTORY VALUATION—Method of Determining. Prior to 1915, a company 
manufacturing automobiles had valued its inventory, which ordinarily 
amounted to from 20% to 25% of the annual sales, at current market 
prices or at cost prices, whichever were lower. Because, in 1915, prices 
had begun to fluctuate widely, the company adopted the “basic method” 
of inventory, under which the minimum inventory, which was set def- 
initely for purposes of production control, was valued at prices for a 
base year, in this case 1915, and the remainder of the inventory was 
valued at current prices. In 1922, the market prices of many materials 
fell below the 1915 prices; the company then concluded that the basic 
method had served its purpose for the time and decided to return to the 
method of inventory first employed. The basic method, however, had 
minimized fluctuations in the company’s profits, had added to its finan- 
cial stability, and was considered sound. 


(1922) 

The inventory of the Tottenham Motor Company ordinarily 
amounted to from 20% to 25% of the company’s annual sales. 
Prior to 1915, the company had valued its total inventory at 
current market prices or at cost prices, whichever were lower. 
In that year, prices of the materials which the company used 
had begun to fluctuate widely. The company had come to the 
conclusion that the practice of valuing the inventory at current 
prices in a period of fluctuating prices disturbed the financial 
stability of the firm, because the result was that annual net profits 
showed similar wide fluctuations. The company was of the 
opinion that when prices were rising, net profits, under this 
method of valuing inventory, would be unduly large, and that 
when prices declined, the profits shown would be unduly small. 

In 1915, therefore, the company had adopted a method of 
inventory valuation which it referred to as the “basic method.” 
Under this method, the minimum inventory, which was set defi- 
nitely for purposes of production control, was valued at prices 
for a base year, in this case 1915, and the remainder of the 
inventory was valued at current prices. In 1922 the market 
prices of many of the company’s materials fell below the prices 





1 Fictitious name. 
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for 1915, and the company considered discontinuing the basic 
method and again valuing its total inventory at current prices. 

The Tottenham Motor Company maintained an effective con- 
trol of raw materials, finished parts, and work in process. In 
all stores departments a careful classification of materials and 
parts had been made. Maximum and minimum inventory limits 
had been set for each item; when the stock of an article ap- 
proached the minimum, an order for its replenishment was issued 
immediately. The minimum total inventory for the entire com- 
pany had a value of approximately $4,500,000 based upon the 
prices of 1915. The maximum total inventory permissible under 
the plan of control, valued on the same basis, amounted to about 
$6,500,000. The actual total inventory at 1915 prices usually 
ranged between $5,000,000 and $6,000,000, although the com- 
pany’s efforts to purchase advantageously in periods of rapidly 
changing prices sometimes resulted in an inventory larger than 
the maximum set. Exhibit 1 shows, for the seven years from 
1915 through 1921, the value of the company’s minimum or 
basic inventories at 1915 prices and at current prices, and the 
value of the total actual inventories at 1915 prices, at current 
prices, and as computed under the basic method, by which the 
minimum inventories were valued at 1915 prices and all addi- 
tional inventories at current prices. 

When it adopted the basic method of valuing its inventory, 
the company had concluded that the minimum inventory, since 


EXHIBIT I 


VALUES oF TOTTENHAM Motor Company’s MINIMUM AND ToTAL 
INVENTORIES AT 1915 PRICES, AT CURRENT PRICES, AND WITH 
MINIMUM INVENTORIES AT 1915 PRICES AND ALL AppDI- 
TIONAL AT CURRENT PRICES, FOR YEARS IQI5 TO 
1921, INCLUSIVE 








Total Inven- 
tory, Minimum 


Quantity at 
Minimum Total 1915 Prices, 

Minimum Inventory at Total Inventory at | and All Addi- 

December Inventory at Current Inventory at Current tional at Cur- 
31 1915 Prices Prices 1915 Prices Prices rent Prices 
1915 $4,500,000 $4,500,000 $5,700,000 $5,700,000 $5,700,000 
1916 4,500,000 6,500,000 5,900,000 8,500,000 6,500,000 
IQI7 4,500,000 8,900,000 5,400,000 10,100,000 6,300,000 
1918 4,500,000 8,100,000 6,200,000 11,100,000 7,500,000 
I9Q19 4,500,000 7,400,000 5,800,000 9,500,000 6,600,000 
1920 4,500,000 8,300,000 5,500,000 9,200,000 6,300,000 
1921 4,500,000 5,000,000 5,000,000 6,200,000 5,700,000 
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it probably could not be reduced so long as the existing sales 
volume was maintained, should be regarded as a fixed investment, 
just as the buildings and machinery were. And, just as increases 
in the value of the buildings and equipment were not shown as 
profits in the company’s operating accounts, so any increases 
in the market value of this minimum inventory were not to be 
taken account of. The company, from 1915 through 1921, had 
valued its minimum inventory at 1915 prices; only that part 
of the inventory which was in excess of the minimum had been 
valued at cost or at market prices. The effect of this practice 
upon the net profits appearing in the company’s accounts for the 
seven years from 1915 to 1921, inclusive, is shown in Exhibit 2. 


EXHIBIT 2 


ANNUAL NET ProFits oF TOTTENHAM Motor CoMPANY FOR IQI5 TO 
1921, INCLUSIVE, WITH INVENTORY VALUED BY BAsic METHOD* 
AND WITH INVENTORY VALUED AT COST OR CURRENT 
Market PRICES 

















Excess of 
Inventory 
Year Ending Valuation Net Profits— Net Profits— 
December 31 at Current Prices Inventory Inventory 
over Valuation Valued by at Cost 
by Basic Method* Basic M ethod* or Market 
$ 1,800,000 $ 1,800,000 
$ 2,000,000 2,300 ,000 4,300 ,000 
3,800,000 2,100 ,000 3,900 ,000 
3,600,000 2,400 ,000 2,200 ,00O 
2,900 ,000 2,700 ,000 2,000 ,o0o 
2,900 ,000 2,000 ,o00 2,000 ,000 
500,000 1,600,000 800,000 (loss) 
$15,700,000 $14,900,000 $15,400,000 











*Minimum inventory at 1915 prices, remainder of inventory at cost or market prices. 


During the seven years from 1915 through 1921, the company’s 
annual net profits, with the inventory valued by the basic 
method, varied from a minimum of $1,600,000 in 1921 to a maxi- 
mum of $2,700,000 in 1919; with the inventory valued at cost 
or current market prices, the net profits shown varied from a 
loss of $800,000 in 1921 to a maximum profit of $4,300,000 in 
1916. ‘Thus, the basic method of valuation had seemed to mini- 
mize fluctuations in the company’s profits and, consequently, to 
preserve the financial stability of the firm. 

The Tottenham Motor Company was confident that the basic 
method of valuation was sound. During 1922, however, when the 
market prices of many of the company’s materials fell below the 
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prices of 1915, the company concluded that the basic method had 
served its purpose for the time, at least. The company, conse- 
quently, abandoned that method for the method formerly used, 
whereby the total inventory was valued at current market prices, 
or at cost prices, whichever were lower. 


ComMENTARY: The net effect of the procedure followed by the 
Tottenham Motor Company was to refrain from showing, in periods 
of rising prices, all the profits which would be shown under the ordinary 
method of inventory valuation—namely, cost or market, whichever is 
the lower. Thus the issue resolves itself into a question as to whether 
a conservative financial policy should be followed at the expense of 
sacrificing the commonly accepted basis for valuing inventory; as a 
second question, it might be asked whether, if the financial policy seems 
wise, an accounting procedure could not be devised which would be 
unobjectionable. 

It is clear that a period of rapid inflation, followed by a period of 
perhaps still more rapid deflation, is fraught with much danger to any 
but the strongest and most wisely handled businesses. Any policy 
which will tend to avoid the worst excesses of such a period should at 
least be viewed with favorable interest; in this case there is good 
precedent for the procedure of the Tottenham Motor Company, though 
the precise methods followed have varied in different cases. The United 
States Steel Corporation, the International Harvester Company, and 
the National Lead Company all followed the practice, during the high 
price era, of taking inventory at something less than either cost or 
market; in this way they showed lower profits during the war years 
than they would have shown on the orthodox basis, but were able to 
display a corresponding strength when the period of deflation occurred.” 
The authority of these corporations, supported by that of the account- 
ants who certify their reports, lends great weight to the proposal. 

The central argument for this procedure is that a portion of the 
profits shown during a period of rising prices, namely, that portion 
which depends upon the increase in the value of the inventory over 
its value at the beginning of the inflation period, is transitory and 
unreal; to the extent that deflation follows, and it is practically cer- 
tain to follow in considerable measure, these profits will be swept away. 
It may be argued that arithmetically the profits will in the long run 
be the same under either method. But the difficulty is that if the 
apparent large profits for prosperous years are regarded as true profits, 
there is serious temptation to extravagance; it is likely either that 
more will be paid out in dividends than should properly be paid, or 


2See Journal of Accountancy, December, 1926, pp. 429-438. 
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else that large sums will be invested in extensions of the fixed plant 
and equipment. In either case the company’s current position is 
prejudiced, and it finds itself in a more exposed position when the day 
of reckoning comes. 

The argument that a minimum inventory is just as much a fixed 
investment as that tied up in the buildings and machinery is true 
in the sense that a certain amount of money is constantly invested 
therein. The two cases are not precisely parallel, however, in that, in 
the case of the fixed assets the identical pieces of equipment remain 
from one period to another, whereas with the inventory of materials 
the old materials are consumed and replaced by new materials within 
one fiscal period; and the difficulty is that the new materials, in the 
conditions contemplated, actually cost more than did the old inventory. 
This point and others advanced by the Tottenham Motor Company are, 
however, wholly secondary to the question of the financial wisdom of 
the policy. 

It is, therefore, worth while to observe the different procedures fol- 
lowed by the three corporations above mentioned, and to inquire 
which of them will best meet the accounting objections. These ob- 
jections center almost entirely in the departure from a practice so 
widely established that it is believed that a person who is interested 
will be misled by the innovations. The National Lead Company after 
1914 valued the normal stock of its principal material at the lowest 
price touched in 1914; since this low price has never since been 
reached, the National Lead Company’s inventory is still valued by 
this basic method. In the 1920 annual report of the company a full 
statement on this subject was made. ‘The International Harvester 
Company was less drastic in its valuation policy; it began only in 1917 
and used the 1916 prices to value its minimum stock. Since these 
prices were again reached in 1921, the procedure was then abandoned 
and a return made to the cost or market basis. In the report of each 
year explanation was made of the method of valuing the inventory. 
The United States Steel Corporation has since 1916 carried a reserve 
on its inventory to reduce the inventory to what were regarded as 
normal prices; in the balance sheet the net inventory figure was shown, 
but elsewhere in the report a detailed statement was made each year 
in which the exact amount of the reserve was shown, and the change 
in it for that year. 

It would seem that some policy of this sort is in the interests of 
wise financial management. ‘The only real objection occurs if the 
procedure is carried on in a form to mislead interested parties about 
the real situation; the methods of the United States Steel Corporation 
afford full information to anyone who cares to read its reports. 
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The income tax aspect of the subject is interesting. The Internal 
Revenue Bureau has hitherto considered it essential to treat the 12 
months’ period as the fiscal period upon which to base all its calcu- 
lations; for the purpose of treating all taxpayers alike it has not seen 
fit to permit the use of the basic method of inventory valuation for 
tax purposes. This, however, did not prevent the above named com- 
panies from considering it to be good financial policy. In England the 
basic method was allowed by the tax authorities, no doubt because of 
their practice of averaging profits for the last three years for the 
purpose of determining taxable income. 

In essence the scheme consists of providing a reserve of profits; 
since the principal contingency against which such reserve is created 
is the possible decline of inventory values, it is reasonable to relate 
the amount of the reserve to the inventory. 


April, 1927 ee lia og 


FAIRMOUNT MANUFACTURING CORPORATION! 
MANUFACTURER—MOTORS 


Cost Accounts—Keeping Separate Costs for Small Articles Manufactured 
for Stock. A company manufacturing motors had found that for small 
articles manufactured for stock and ordered frequently, the costs on 
different orders of the same article were so intermingled that it was dif- 
ficult to obtain separate costs for each order. A firm of accountants 
employed by the company recommended that there be one stock order 
number for each article, that all costs for that article be recorded under 
the one number, and that the unit cost be determined by dividing the 
total costs of all items and operations entering into the article by the 
number of finished articles produced during the cost period. 


(1918) 


The Fairmount Manufacturing Corporation was formed in the 
fall of 1917 to take advantage of the war demand for small 
motors. After a six months’ period of operation, it was found 
advisable to change the system by which costs were obtained. 
Outside advice was desirable, and for this purpose a New York 
firm of accountants was asked to send a representative to examine 
the company’s methods and to recommend such changes as ap- 
peared to him to be advisable. 

The company had found that when it attempted to keep sepa- 
rate costs upon small articles manufactured for stock and ordered 
at frequent intervals, the result was that the materials for dif- 
ferent orders of the same article were so intermingled, with con- 
sequent confusion in records for labor and burden, that it was 
impossible to obtain separate costs for each order with any degree 
of accuracy. In order to remedy this defect, the following pro- 
cedure was recommended by the New York auditor. 


A. DEFINITION 

1. The term “stock orders” means such commodities as are manu- 
factured for stock purposes, and not for any particular sales order. The 
class of commodity that falls under this classification is as follows: 
valves, nuts, washers, small parts, rivets, bolts, and flanges. 

2. The point to be understood distinctly in designating a “stock 
order” is that the commodity to be manufactured is not to be used for 
a special order, and that it is the purpose of the management to carry 
a stock of such an article. 


1 Fictitious name. 
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3. If it is the intention of the management merely to produce a quan- 
tity of any article, or combination of articles to satisfy one, or a num- 
ber of orders, then it is not the purpose that a stock order be used, but 
instead a standard manufacturing order should be issued in each in- 
stance; and where it is considered impossible to keep costs separately 
for each order, owing to the operation for more than one order being 
performed simultaneously, then a combination order should be issued 
covering the particular orders in question, and the consolidated cost con- 
tained upon this particular order should be divided pro rata among the 
orders covered thereby. 


4. The main purpose of a stock series of orders is to accommodate 
the requirement which necessitates frequent ordering of material of the 
same kind, with the consequent impossibility of segregating the cost 
during the process to the various orders. 


5. For this reason, it has been deemed best, where material of a 
kind is being frequently ordered, that one stock order number should 
exist for such an article—all costs being recorded under the one num- 
ber, and the unit cost of each article being determined monthly as the 
total costs of all items and operations entering into that article, divided 
by the number of finished articles of that commodity produced during 
that cost period. Where what are considered stock commodities are 
produced at longer intervals than cited in the foregoing, it is permis- 
sible to issue a separate order in each instance. 


B. IssuING ORDERS TO REPLENISH STOCK OF STOCK PARTS 

1. The various storekeepers who are responsible for maintaining 
stock of the respective stock materials coming under their jurisdiction 
are also responsible for the issuing of requisitions to replenish their 
stock when necessary. These requisitions should state the quantity re- 
quired, description, standard manufacturing order number, and a req- 
uisition number. This requisition should be forwarded to the Account- 
ing Department, which will then issue its stock order to the respective 
departments. The required number of copies should be given to the 
department, or departments, which will manufacture. 


C. Metuop oF DETERMINING UNIT Cost or STOCK ORDERS 


1. The difficulty involved in determining costs of this character is 
that unless condemnations are reported at the various stages where 
they occur, the proper credit by material or item or operation will not 
be given to each order number, with a consequence that the absolute 
unit cost is not obtained. It is not considered necessary that the con- 
demnations be obtained by operations; but, if possible, the condemna- 
tions should be obtained by article, or part (according as the cost is 
kept), and monthly, if possible, credit should be given to the particular 
order number, and the scrap account charged at the scrap value of 
such condemnation. 

2. Since it is recognized that condemnations occur in practically all 
items of stock manufacture, and that they occur during the various 
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stages of manufacture, thus requiring a greater number to be ordered 
than is actually completed, proper care must be exercised to obtain the 
total number of good pieces, or parts, produced under each operation, 
or cost of material. This number, divided into the figures representing 
such labor, expense, or material, will supply the unit cost under each 
element of the cost, the aggregate of which unit costs represents the 
unit cost of such article or part. This unit value times the parts com- 
pleted during that cost period should be the value of completed parts 
transferred into the inventory account. The remainder value appear- 
ing upon each order should represent the cost of uncompleted parts in 
process. 


D. AcCcOUNTING PROCEDURE FOR RIVETS AND BoLts 

Cost should be prepared according to the diameter only (up to % 
inch and over 4 inch), and the product shall be expressed in weight. 
Special inventory accounts should be prepared for each size (diameter), 
and monthly cost sheets should be the means for the preparing of the 
journal voucher, both for consumption and production. Labor is now 
being reported according to diameter, and is consequently easily accum- 
ulated to each of the products. Operating expenses should be distrib- 
uted to each size, upon the best basis determinable, which is believed 
to be the labor basis. Under this arrangement, an inventory account 
is provided for each size, which inventory account will be accumulated 
both by weights and values, received and disbursed, and will be the 
means from which the material division will obtain its monthly average 
price for consumption during the subsequent month. Scrap credit 
should be assigned to each size, upon the basis of weight charged, and 
should be shown upon the respective cost sheet. 


ComMMENTARY: A form of costing by class of product is described in 
this case. When different lots of the same product are repeatedly made, 
it is an unnecessarily burdensome procedure to treat these lots as sepa- 
rate orders and to accumulate individual costs on each lot. A standing 
account may be opened for each article, and all costs incurred on that 
article during a given period may be charged to it. The principle is of 
wide application, being in fact an adaptation of the process cost idea; 
it is one of the principal labor-saving devices in cost records. 

The description of the procedure to be followed is not at all points 
clear and consistent, and in some cases would lead to erroneous results. 
The following observations are offered by way of amplification or cor- 
rection: 

In paragraph 3 of Section A, a distinction is drawn between stock 
orders and a combination of ordinary orders being put through for 
customers. Every manufacturer who has large numbers of orders to 
route through his factory, some of them for similar products, will make 
arrangements to have such similar orders “collated,” as it is often 
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called. Such collated orders are not necessarily for identical products, 
but if they are sufficiently alike to be put through together, a saving 
is thereby effected. They nevertheless continue to be groups of in- 
dividual orders, upon each of which a quotation probably has been 
given to the customer—hence the necessity for costing them individually. 

The latter part of paragraph 1, Section C, stating that records of 
condemnations by operations are not necessary, so long as the total 
condemnations per article are secured, evidently has accounting pro- 
cedure only in mind; for operating purposes, that is, for observing 
actual performance, it is necessary to have some form of record to in- 
dicate where spoiled work actually arises and whether it is excessive. 
Such information could, however, be supplied to foremen without put- 
ting it through the accounting records here described. 

Paragraph 2 of Section C involves an error in arithmetic which, if 
the volume of this business be large, may amount to considerable sums 
of money. Instruction is there given to find the total cost of an article 
by adding together the individual operation costs through which that 
article passes; these operation costs are to be determined by dividing 
the good production of each operation into the total costs of that opera- 
tion. In a sequence of operations applied to one kind of article, a 
number of articles will be spoiled at each operation; part of the good 
production of the earlier operations will not be good production of the 
final operation, and the unit costs of these earlier operations will be 
understated when the final cost comes to be ascertained. The follow- 
ing table will illustrate the point: 


ws 











Operation No. Articles Good Production Total Cost—Labor Cost per 
No. Entered Completed and Burden Operation 

I 200 190 $190.00 $1.00 

2 I90 185 92.50 .50 

3 185 175 175.00 I.00 

4 175 160 120.00 275 

5 160 150 II2.50 Ts 

$6090.00 $4.00 





By adding operation costs in the final column, the total cost per 
article, exclusive of material, is found to be $4. But by dividing the 
final good production, 150 articles, into the total cost of $690, the cost 
per article is found to be $4.60, which is the correct figure. Any manu- 
facturer having a series of operations, with loss of product at each stage, 
must thus beware of finding a total cost by adding individual opera- 
tion costs, without correction for subsequent losses from spoilage. 


February, 1927 Lely: 


FarRFAX WIRE Company! 
MANUFACTURER—WIRE AND CABLES 


Cost Accounts—Machine-Hour Basis Substituted for Labor-Cost Basis in 
Allocation of Factory Burden. A company manufacturing twisted wires 
and cables divided its plant, for operating and accounting purposes, into 
approximately 60 centers, each having a number of machines. For the 
various types of wire manufactured, it kept separate cost sheets, showing 
the cost, per 1,000 feet, of raw material, of partly manufactured mate- 
rial, and of direct labor. Burden was distributed to the different lines of 
product as a direct labor cost. Because the labor-cost basis was believed 
to be inaccurate, inasmuch as direct labor cost bore no relation to the 
cost of a machine and was but a small part of total manufacturing cost; 
because the company realized that it was not making a fair profit on 
some lines; and because the direct labor-cost method was not adapted 
to the bonus system of wage payment which the company desired to use, 
the company changed its method of distributing factory burden to a 
machine-hour basis. 

(1923) 


The Fairfax Wire Company manufactured a great variety of 
twisted wires and cables, and also a number of electrical special- 
ties. It did no wire-drawing in its own plant, but purchased 
wire which it afterwards twisted, braided, and insulated in many 
forms for different purposes. 

For operating and for accounting purposes the plant was di- 
vided into approximately 60 centers. A center was a section of 
a main department or building, in which a specific operation or 
group of operations was performed, sometimes by a number of 
similar machines, and sometimes by one or two principal ma- 
chines, with other different machines performing operations sup- 
plementary to those of the principal machines. Even where all 
the machines were similar, they might be of different sizes and so 
require subdivision for cost accounting purposes. 

Production was divided about equally among three general 
types of goods. The first type included all standard wires pro- 
duced for stock, which were those called for by consumers for 
general use. The second type consisted of wires being produced 
over a period of time to fill large orders for which formal con- 
tracts had been made with the buyers. The third general type 


1 Fictitious name. 
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included all kinds of special order work where specifications other 
than the stock standards were required by the buyer. 

When an inquiry was received at the sales office, a quotation 
was immediately supplied to the customer by the estimating 
department. If the quotation was accepted, an order was given 
to the factory to deliver or manufacture the goods called for, and 
no further provision was made at any point to check the costs 
of that particular order. The quotation was built up from cost 
sheets supplied to the estimating department by the factory 
superintendent. 

No costs of separate jobs were kept. For every type of wire 
manufactured by the company a separate cost sheet was sub- 
mitted to the estimating department. These sheets, which were 
compiled by cost clerks, showed for each type of wire the cost, 
per 1,000 feet, of raw material, of partly manufactured material, 
and of direct labor. The cost sheets were rechecked regularly to 
insure their accuracy; they were altered at once to reflect changes 
in the direct labor costs; and the purchasing department furnished 
the estimating department weekly with a sheet indicating the 
price at which each kind of raw material was to be charged during 
the following week. 

Practically all the manufacturing processes in the production 
of insulated wire were carried on by machines, which varied in 
size from large types costing thousands of dollars each to small 
braiding and twisting machines. Some departments had only 
two or three large machines, whereas others had as many as 
2,000 small machines. Ona few of the large machines a machine 
rate was used to distribute burden. This rate applied to running 
time, since idle time and setting-up time were included in the 
overhead charges. In general, however, the burden was distrib- 
uted as a percentage of direct labor costs. 

In the summer of 1923 the Fairfax Wire Company changed its 
method of distributing factory burden from a direct labor-cost 
basis to a machine-hour basis. 

The first reason given by the factory manager for the change 
was that the labor-cost basis was believed to be inaccurate; the 
labor cost bore no relation to the cost of a machine, the floor 
space it required, or the power it used, which were the principal 
manufacturing costs. On most products, the cost of direct labor 
was no more than 15% or 257% of the total manufacturing cost. 
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In the second place, the company realized that it was not 
making a fair profit on some lines. The labor-cost basis resulted 
in an overcharge for burden costs on some lines and in an insuffi- 
cient charge on others. Under keenly competitive conditions, 
“business follows estimates”; in the case of the Fairfax Wire 
Company, these estimates were too low because of inadequate 
knowledge of the real costs. Not only for purposes of control, 
therefore, did the Fairfax Wire Company want to know the cost 
of each line as closely as possible, but also because it wanted to 
secure a fair profit on every product. The company looked with 
disfavor upon the policy of establishing “line leaders” to be sold 
at a loss in order to attract additional orders which, it was hoped, 
would be profitable. 

In the third place, the manager decided that the direct labor- 
cost method was not adapted to the bonus system of wage pay- 
ment which the company desired to use. The bonus was com- 
puted from the combined efficiency of the machine and operator 
for a full week, based both on production and on hours operated. 
The labor-cost method of distributing burden did not sufficiently 
distinguish between savings effected through increased labor effi- 
ciency and those resulting from improved machine methods. The 
manager explained that many economies were attributable to 
better machinery. As an example of how improved mechanical 
devices affected production, he stated that during one fiscal period 
the company had increased production about 20%, but that 
during the same period the number of employees had decreased 
about 2%. 

As a result of the adoption of a machine-hour rate by the 
Fairfax Wire Company, many lines of product received burden 
charges substantially different from those computed under the 
previous rates, and the company’s price policies were materially 
affected. 


METHOD OF FIGURING MACHINE-HOUR RATE 


The first step in finding the rate for each machine was to 
assemble all factory charges, not including general administra- 
tive or selling expenses, into 12 classes, divided into two main 
groups. The first group included fixed burden charges and the 
second included operating burden, as follows: 


FAIRFAX WIRE COMPANY 251 


FIxep BURDEN OPERATING BURDEN 
Fixed Employees Operating Employees 
Foremen Indirect Labor 
Rent Indirect Materials 
Machinery Depreciation Steam 

Water 

Gas 

Fuel Oil 

Power 


A consolidation of items occurred when the division into 12 
classes was made; among the classes of fixed burden a fifth group, 
Machine Shop General, formerly had been used. Upon investi- 
gation it had been observed that this class of expense was small 
compared with other groups and, what was more important, that 
these expenses were mostly related to space occupied and could, 
therefore, be distributed to burden centers on a square-foot basis. 
This category was accordingly abandoned as a separate group 
and was consolidated with Rent. In the operating burden group 
a reverse process occurred; the two classes designated Indirect 
Labor and Indirect Materials formerly had been consolidated as 
Repairs and Supplies; it was, however, considered desirable to 
observe separately the labor and materials used for this purpose 
and the two were accordingly set up as separate classes. 

The actual work of computing machine-hour rates was per- 
formed on a series of cards, here designated as Exhibits 1, 2, 3, 
and 4. These cards were not used merely to compute the burden 
rate; they also served as detailed records of the items entering 
into any of the 12 major classes of expense items or making up 
any one center or group of machines. In this respect they tied 
in with the more summarized figures given in the accounts of 
the factory ledger. They were, moreover, kept as a continuous 
record, and from them new actual burden rates were computed 
quarterly; a comparison thus was afforded with the standard 
burden rate previously computed for use in charging burden to 
the finished product. 

A card like Exhibits 1¢ and 15 was used to assemble each of 
the 12 major expense classes listed above. Each of these cards 
usually contained a variety of charges, and the different kinds of 
items constituting the major class were subdivided by being listed 
in the columns headed A, B, C, and so on. The column at the 
right headed Key was filled in with the names of the items repre- 
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Exhibit 1@: Front side of card used to assemble major expense classes 
of Fairfax Wire Company. 
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Exhibit 1b: Reverse side of card used to assemble major expense classes 
of Fairfax Wire Company. 
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Exhibit 2a: Front side of card used to allocate total expense to burden 
centers in Fairfax Wire Company. 
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Exhibit 2b: Reverse side of card used to allocate total expense to burden 
centers in Fairfax Wire Company. 
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sented by these letters. Thus on the card for Fixed Employees 
the following items were found: 


A. Factory Office Pay Roll F. Taxes (a fraction) 
B. Chemical Laboratory G. The House Journal Ex- 
C. Factory Office Supplies pense 
D. Superintendents’ Pay H. Foremen’s Dinner 
Roll I. Hospital 
E. Fire Insurance (a frac- 
tion) 


The card for Operating Employees, on the other hand, con- 
tained a variety of shop expenses more or less connected with 
operating labor, but not including their wages. In this way 12 
cards accumulated for the year the total of all items charged to 
the 12 main expense classes. 

The totals accumulated on this series of cards were then allo- 
cated to burden centers, for each of which a card similar to 
Exhibits 2a and 2b was prepared. Each class of expense was 
allocated to these burden centers on some appropriate basis. 
Thus, Fixed Employees was charged to each center in proportion 
to the number of employees there working; Foremen was dis- 
tributed among the centers supervised by the foremen in propor- 
tion to the number of employees in each. Rent was distributed 
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Exhibit 3: Card used to compute machine hour burden rate in 
Fairfax Wire Company. 
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on a square foot basis, and Machine Depreciation was the actual 
depreciation computed on the equipment of that center. All 
operating burden charges contained the actual amounts incurred 
by each center; Operating Employees, Indirect Labor, and In- 
direct Materials were specific charges to each center, as also was 
Maintenance; Steam, Water, Gas, Fuel Oil, and Power were 
all metered as closely as possible and allocated to each center as 
direct charges. 

A center contained different machines, or different machine 
groups, for each of which a burden rate was desired; the charges 
thus gathered on Exhibit 2 were, therefore, again subdivided on 
an appropriate basis and the proper charges for each machine or 
machine group were accumulated on cards similar to Exhibit 3. 
Here the actual machine rate was shown on the extreme right 
in three amounts, one for Fixed Burden, one for Operating Bur- 
den, and one for Power, the total of the three being given at the 
foot of the card. The letters A and B indicated two different 
rates computed at different times. The rate was used for two 
principal purposes, and in both cases a single total machine rate 
was used. This total, multiplied by the number of hours which 
the machine had been run during the period, gave the total 
amount of burden to be regarded as earned burden and to be 
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Exhibit 4: Card used for monthly burden comparison in Fairfax Wire Company. 
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LOCATION : CENTER NO. 


EQUIPMENT AND ADDITIONS 
DESCRIPTION 





Exhibit 5a: Front side of card index record for plant and machinery in 
Fairfax Wire Company. 
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Exhibit 5b: Reverse side of card index record for plant and machinery in 
Fairfax Wire Company. 
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charged to the product. The rate was also used in estimating 
costs and quoting prices for products made on that machine. 

The form shown in Exhibit 4 furnished a comparison between 
the actual burden, as accumulated on Exhibits 1, 2, and 3, and 
the amount of earned burden, that is, the burden charged to 
product, as above described. 

The forms illustrated were not the original forms devised for 
this purpose. Exhibit 2 took the place of an older form in which 
the names of the months were arranged horizontally across the 
top of the card, front and back, and in which the items of ex- 
pense were noted on the left-hand side. The principal reason for 
this change was to enable the column headed Hourly Rate to be 
added; in computing this rate it was easier to add the money 
columns vertically than to use the horizontal arrangement of the 
old card. The card reproduced as Exhibit 3 combined two older 
forms in one; the first of these older forms contained the data 
regarding the basis of distribution of the various groups of ex- 
penses, that is, machine hours, floor space, normal employees, 
and direct labor. These, it will be seen, in the new arrangement 
were noted briefly on the left side of Exhibit 3. The other in- 
formation on the card was likewise arranged to permit a vertical 
addition of the several component parts of the rate in order to 
obtain the total machine rate. The different groups of expenses 
were also more distinctly set out than on the older card. 

In conjunction with the foregoing records for burden, a card 
index record for plant and machinery was kept; Exhibits 5a and 
5b show the design of this record. In the general ledger, three 
main accounts covered the plant and machinery. Machinery 
was an account that included the purchase price of all new ma- 
chines; Installations was the second account, containing all costs 
of installing these machines in their proper places ready for op- 
eration; Plant Additions, which was the third account, included 
such special fittings or attachments to the main machines as it 
was desired to capitalize. The reason for this subdivision was 
that the company wanted to depreciate these three classes of 
assets at different rates. 


Commentary: The procedure described represented the results of 
a long period of experimentation with burden accounting. The change 
from a direct-labor basis to a machine-hour rate as a means of charging 
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burden to the product was undoubtedly sound; the small percentage 
of the total manufacturing cost which consisted of labor immediately 
suggests doubt as to the wisdom of using labor as a basis for burden 
distribution, a doubt which is further augmented by the fact that prac- 
tically all the work was done by machine processes, with labor playing 
only an auxiliary part. In these circumstances, the cost of a product 
is in proportion to the time taken and to the operating cost per hour 
of the machine engaged. The costs resulting from the use of machine- 
hour rates were more reliable than those formerly obtained, and the 
company would have proportionately more enlightened guidance in its 
price fixing and its sales policy. 

After a machine-hour rate had been determined, the most simple 
and accurate method of computing it was the next problem. In this 
connection it may be observed that if the machine-hour rate were the 
only thing wanted, a more direct and condensed procedure would be 
possible than that here described. The fact that the record was re- 
quired to serve also as a subsidiary record to the ledger accounts, sup- 
plying more details for them, is responsible for the fullness of the data 
provided. It was, moreover, desired to compute a new actual rate each 
month, to be compared with the standard rate previously computed 
and then being charged to product. 

A notable feature of the procedure here described is the assembling 
of burden charges into as few as 12 classes. One of the complexities 
of burden distribution is to handle a great variety of miscellaneous 
items in a simple and expeditious manner. It is noted in the problem 
that some 9 or ro different items of expense were grouped under the 
heading of Fixed Employees; probably as many items would be found 
in each of the principal classes. This would mean over too different 
items of expense, and an attempt to distribute these individually to 
burden centers would involve much labor and give very confused re- 
sults. If these numerous expense categories, therefore, could be reduced 
to a few simple groups, the results were likely to be more practical ; 
the only condition essential to such grouping is that items so brought 
together should be susceptible of distribution to burden centers on a 
common basis. 

With regard to Exhibits 5a and 55, a plant ledger of this sort should 
conform closely with the summary accounts which are in the general 
ledger. Since it was deemed of importance to have three separate 
accounts, one for new machines, one for cost of installation thereof, 
and one for additions or accessories to these machines, these three 
classes of capital expenditure should be clearly distinguished in the 
card index records. The card shown in Exhibits 5a and 56 provides for 
combining the installation cost and the original cost into a total which, 
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on the back of the card, is depreciated in one lump sum; and plant 
additions are not provided for at all on the plant ledger cards. Prob- 
ably a card which was divided horizontally into three divisions cor- 
responding to the three ledger accounts would be more serviceable; on 
the back, three sets of vertical columns could be provided for separate 
depreciation of the different groups. 


April, 1927 eben. 


FowLer Fiour Mitts! 
MANUFACTURER—FLOUR 


Cost Accounts—Computing Power Costs by Kind of Power and by Unit of 
Product. Of six mill units of a flour mill having no central power sta- 
tion, four were equipped to run by water power alone, by steam alone, 
or by a combination of the two; another to run by water power alone 
or by a combination of water power and electric power; and the sixth 
to be operated only by electricity. Water-power rights were owned by 
a water company, and the charge for power varied at different periods 
of the year. Electricity used by the milling company was purchased 
from a public service corporation. The company desired to develop an 
accounting system for its power department which would provide: first, 
the cost of operating each mill with each kind of power; second, a rec- 
ord of the efficiency of each power unit; and third, the average cost of 
power per barrel of flour, irrespective of the mill which produced it. 


The six mill units of the Fowler Flour Mills were operated 
by water, steam and electric power. There was no central power 
station. Four mills were equipped to run by water power alone, 
by steam alone, or by a combination of the two; another mill 
was equipped to run by water power alone, or by a combina- 
tion of water power and electric power; and the sixth mill could 
be operated only by electricity. The Fowler Flour Mills wished 
to develop an accounting system for its power department which 
would provide the following information: first, the cost of oper- 
ating each mill with each kind of power; second a record 
of the efficiency of each power unit; and third, the average 
cost of power per barrel of flour, irrespective of the mill which 
produced it. 

Although water was the cheapest form of power, there was 
seldom enough water available to operate five mills by water 
power at the same time. If all these mills were operated, one 
of them had to be driven by steam power, which was almost 
twice as expensive as water power. Under these circumstances, 
it was not considered fair to charge one mill with the total cost 
of the steam power it used, inasmuch as it was deprived of water 
power because the other mills were using all that was available. 

The following exhibits summarize the existing conditions, and 
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give the operating statistics of the individual mills for a 10-year 
period, from 1909-1910 to 1918-1919. The fiscal year was from 
August 1 to July 31. 
EXHIBIT I 
SUMMARY OF POWER Data For ALL Mitt Units 


OF FOWLER FLouR MILLS, SHOWING YEARLY AVERAGES 
FOR 10-YEAR PERIOD, 1909-1919 








Mill 


Number of days each kind 
of power was used: 
IWiater nts nctact pens eto. 


lectriciivessn tra. a6 
Water and Steam..... 
Water and Electricity. 
Total number of days 
operated seer eee ae 
Number of days idle.... 
Percentage of idle time.. 
Wheat flour produced, 
barrels (hundreds 
Omitted) hianis eases. 
Maximum daily capacity, 
bartels Prva cree: 
Average actual daily pro- 
duction, barrels 
(round numbers)... 





*A six-year average. In 1913 Mill E was rebuilt and its capacity was increased. 

{This figure is only a four-year average. The motor was not installed until 1915. The total number 
of days operated is not, therefore, the sum of the number of days operated on water power and the num- 
ber of days operated on water power and electricity. The former is a ten-year average, and the latter a 
four-year average. 
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EXHIBIT 2 


Power Data For Mitt A oF Fowler Fiour Mitts, 
FOR 10-YEAR PERIOD, 1909-1919 














Number of Days Operated 


Water Number Barrels of 

Year Water Steam ‘and Total of Days | Wheat Flour 
Steam Idle Produced 
1909-10 I51 108 26 285 80 972,600 
IQIO-II 33 196 5 234 131 910,900 
IQII-12 48 251 ° 299 67 916,200 
IQI 2-13 86 202 9 207 68 913,400 
IQI3-14 164 94 9 267 98 Q12,900 
IQI 4-15 148 100 ° 248 Ey 820,500 
I9gI 5-16 185 49 47 281 85 1,118,600 
Ig16-17 204 17 oO 221 144 718,700 

1917-18 153 105 10 268 97 713,100* 
1918-19 80 116 3 199 166 747,300 


Average 125.20/) 6122.00 10.0 259.9 | (10s:3 874,400 
*In 1917-18, 12,800 barrels of rye flour and 246,200 barrels of barley flour were produced. On coarse 
grain the output per day was decreased; this mill could grind only 65% as much rye flour and 50% as 


much barley flour as it could wheat flour. The figure given represents the total production, reduced to 
barrels of wheat flour. 


Maximum capacity of wheat, 3,500 barrels per day. 
Actual production, daily average, 3,364 barrels. 


Horse-power requirements: 
Milling 1,035 0. p. 
Grain cleaning 200 h. p. 


Power equipment: 
One steam engine, 1,200 rated h. p. 
One water wheel, 1,575 rated h. p. 
One electric motor, 200 rated h.p. 
Twelve auxiliary motors, 45.5 rated h.p. 
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EXHIBIT 3 


Power Data For Mitu B oF FowLer FiLour MItts, 
FOR I0-YEAR PERIOD, 1909-1919 





Number of Days Operated 


Water Number Barrels of 
Year Water Steam and Total | of Days | Wheat Flour 

Steam Idle Produced 
I9QO9Q-10 go 5 189 284 81 1,349,500 
IQIO-It a4 102 147 293 72 1,377,400 
TOLI-12 76 98 52 226 140 1,033,400 
IQl2-13 113 138 52 303 62 1,473,500 
IQI3-14 158 18 10g 285 80 1,424,000 
IQI4-15 161 19 67 247 118 1,204,600 
et S. 1° 4I 3 253 207 69 1,770,400 
1916-17 147 5 86 238 127 1,116,500 
1917-18 116 67 II5 298 67 1,567,600 
1918-19 103 51 59 213 152 1,174,300 
Average 104.9 50.0 1} 122.0) |) 208.4 96.8 | 1,349,100 


Maximum capacity of wheat, 6,000 barrels a day. 
Actual production, daily average, 5,026 barrels. 


Horse-power requirements: 
Milling 2.000 h.p. 
Grain cleaning 400 h.p 


Power equipment: 
One steam engine, 1,600 rated h.p. 
One water wheel, rated h.p. 1,145 
One water wheel, rated h.p. 831 
1,976 
One motor, 200 rated h.p. 
Eight auxiliary motors, 20 rated h.p. 
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EXHIBIT 4 


Power Data For Mitt C or FOWLER FLour MILts, 
FOR 10-YEAR PERIOD, 1909-1919 








Number of Days Operated 


Water Number |_ Barrels of 

Year Water and Total | of Days | Wheat Flour 
Motor Idle Produced 
TOOG= IOs swear o 285 285 80 461,400 
TOLOsL Laon on 290 290 75 431,200 
LOIE=1 Jan eee: 281 281 85 477,400 
TOLL 3 eee? 301 301 64 584,000 
LOLZ—i4 dt oes oe 286 286 79 594,200 
TOI4A-1L5. eects 280 280 85 519,100 
TOUS 104 eee 258 41 299 67 731,200 
TOLO= Lye ne. rete). 232 56 288 77 496,900 

LOL Jo lose 258 54 312 53 685,600* 
POLST. a0 a ree: 188 85 273 92 602,900 
IAVETARE gers ereie: 2s 265.9 59:0] 289.5 75.7 558,400 


*In 1917-18, 146,600 barrels of barley flour and 49,300 barrels of corn flour were ground. This mill 
could grind 50% as much barley flour and 54% as much corn flour as wheat flour. The figure shown is 
the total production, reduced to barrels of wheat flour. 


Maximum capacity of wheat, 2,200 barrels a day; of durum wheat, 
1,700 barrels a day. 


Actual production, daily average, 1,929 barrels. 


Horse-power requirements: 
Milling and grain cleaning combined, goo h.p. 


Power equipment: 
One water wheel, 845 rated h.p. 
One electric motor, 150 rated h.p. 
Five auxiliary motors, 29 rated h.p. 
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EXHIBIT 5 


Power Data For Mitr D oF Fowler Fiour Mitts, 
FOR I0-YEAR PERIOD, 1909-1919 








Number of Days Operated 





Water Number Barrels of 
Year Water Steam and Total | of Days | Wheat Flour 

Steam Idle Produced 
1909-10 120 7 158 204 71 1,848,200 
IQIO-II 65 88 139 292 ae 1,682,100 
IQII-12 119 120 44 283 83 1,587,400 
1912-13 ee I40 25 286 79 1,694,100 
IQI3-14 143 61 78 282 83 1,369,700 
IQI4-I5 135 89 cy) 241 124 1,127,800 
I9g15—16 70 78 154 302 64 1,760,800 
IQI6-17 IOI ° 124 225 140 1,374,900 
1917-18 95 126 22 243 122 1,364,500 
Ig18-19 97 IIO 26 233 132 1,396,700 


Average 106.5 81.9 70.7 | 208.1 97.1 | 1,520,600 


Maximum capacity of wheat, 6,000 barrels a day. 
Actual production, daily average, 5,672 barrels. 


Horse-power requirements: 
Milling, 2,000 h.p. 
Grain cleaning, 550 h.p. 


Power equipment: 
Two water wheels, 745 rated h.p. for each. 
One steam engine, 2,000 rated h.p. 
One motor, 400 rated h.p. 
One motor, 150 rated h.p. 
Two auxiliary motors, 2 rated h.p. 
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EXHIBIT 6 


Power Data For MILL E or FowLer Fiour Mitts, 
FOR I0-YEAR PERIOD, 1909-1919 











Number of Days Number Barrels of 
Year Operated (Flectric of Days Wheat Flour 
Power Only) Idle Produced 
EQOOsEOn nw neers «aes 260 105 616,100 
TOTO. LL eer eee can 288 77 591,000 
PODIG ook ees: 308 58 587,100 
TO UO ST ieee anes ie oh 203 2 665,500 
TOUS LA wine eae oe 286 79 I,107,100 
LOLAS TE Greenest ae 276 89 1,124,700 
TOUS EL Omega eee 289 a9) 1,317,500 
EO LOL. aie ene 5 270 95 1,154,700 
LOU aU OP Oe cs ge ee cae 295 70 1,170,600* 
LOMITA a ao soon 06508 240 116 1,001,300f 
PAV eTADO 1 Seed se etaete 277.5 87.7 1,146,000 





*In 1917-18, 328.900 barrels of corn flour were ground. This mill could grind only 50% as much 
corn as wheat. The figure shown is the total production, reduced to barrels of wheat flour. 


fin 1918-19, 100,500 barrels of corn flour and 26,500 barrels of rye flour were ground. This mill 
could grind only 65% as much rye as wheat. The figure shown is the total reduced to barrels of wheat 
flour. 


A six-year average. In 1913 this mill was rebuilt and its capacity was increased. 


Maximum capacity of wheat, 4,200 barrels a day. 
Actual production, daily average, 4,129 barrels. 
Horse-power requirements: 
Milling, 1,000 h.p. 
Grain cleaning, 300 h.p. 
Power equipment: 
Three electric motors, rated 1,000, 200, and 100 h.p. respectively, 
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EXHIBIT 7 


PowER DATA FoR MILL F oF FowLer FLour MItts, 
FOR 10-YEAR PERIOD, 1909-1919 





Number of Days Operated 


Water Number Barrels of 
Year Water Steam and Total | of Days | Wheat Flour 
Steam Idle Produced 

IQO9-10 202 25 30 257 108 543,900 
IQIO-II 169 86 20 284 81 555,000 
IQII-12 188 80 28 206 70 533,700 
1912-13 183 72 51 306 59 560,300 
IQI3-14 232 22 26 280 85 565,600 
IQI4-I5 262 28 I 282 83 532,700 
IQI5—16 203 ° 10 303 63 648,400 
1916-17 186 ° 3 189 176 355,700 
1917-18 247 22 36 305 60 659,000* 
1918-19 107 36 25 168 197 312,200* 


Average 206.0 37.1 22.0) 2010 98.2 526,700 


*In 1917-18, 235,800 barrels of rye flour and 31,300 barrels of barley flour were produced. In 1918-10, 
43,400 barrels of rye flour were produced. This mill could grind only 65% as much rye and 50% as much 
barley as wheat. The figures shown represent the total production, reduced to barrels of wheat flour. 





Maximum capacity of wheat, 2,100 barrels a day; of durum wheat, 
1,900 barrels a day. 


Actual production, daily average, 1,973 barrels. 


Horse-power requirements: 
Milling and grain cleaning combined, 750 h.p. 


Power equipment: 
One water wheel, 1,000 rated h.p. 
One steam engine, 800 rated h.p. 
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The supervisor of power of the Fowler Flour Mills favored the 
adoption of a system of standard costs. He wished to charge the 
power accounts with a predetermined amount of fixed charges 
and the actual costs of operating the equipment, and to credit 
each account at a standard rate per barrel of flour produced, 
based upon operations. 

The cost of steam power might be divided conveniently into 
the cost of generating steam and the cost of manufacturing power. 
Steam produced in the boiler room was delivered through pipes 
to the engine room where it was converted into power. By this 
separation of costs, inefficiencies might be localized and their 
cause more easily eliminated. 

As shown by the summaries of equipment given in Exhibits 
2 to 7, four of the mills had separate power apparatus for grain 
cleaning, while in the other two, the grain-cleaning equipment 
was operated on the same shaft as was the mill. Auxiliary motors 
were used for packing flour and for operating belts and conveyors 
used in packing and loading. The small motors were a part of 
the machinery which they operated. 

All water-power rights in the river on which the company’s 
mills were located were owned by a water-power company. The 
nature of the water-power lease was such that the charge for 
water power might vary at different periods of the year. The 
terms of the water-power leases are summarized in Exhibit 8. 

The water leased under priorities 5, 14, 20, 26, 29, and 35 
might be used by either the A, B, C, or D mills. Since these 
mills were located on the same headrace, water used by one would 
decrease the water available for the others. The priority rights 
were a necessary protection, when water was low, to the patrons 
of the water-power company located farther down the river. 

When the river was low, the water-power company notified all 
its patrons that a certain priority would be in force until further 
notice. This meant that anyone who held a lease with a priority 
number higher than the one in force could not use water. Thus 
if priority 30 were put into effect, the A, B, C, and D mills of the 
Fowler Flour Mills would have only 25 mill power available and 
the F mill would have only 3 mill power. According to the agree- 
ment, the cost of water which was not available was deductible 
from the contract price. Whenever a priority lower than 35 was 
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EXHIBIT 8 


PrioRITY RIGHTS, Mitt POWER, AND YEARLY RENTAL 
UNDER WATER-POWER LEASES OF FOWLER FLouR MILLS 








Mills Priority Mill Power Yearly Rental 
A, B, C, and D 5 4 Free 
I4 4 Free 
20 2 Free 
26 12 Free 
29 3 Free 
35 14 $15,000 
39 $15,000 
F 9 2 $ 400 
24 I 759 
34 14 500 
47 3% 3,500 
8 5,150 
Grand Total 47 $20,150 


Excess water at $6 per mill power day.* Payments were made quarterly. 
*One mill power was equal to 75 theoretical horse power. Because o1 inefficiencies in the water wheels, 


only from 65 to 70 horse power were delivered on the drive shaft, and occasionally the horse power delivered 
per mill power was even smaller. 


in effect, therefore, the A, B, C, and D mills might still use 25 
mill power without incurring a charge. 

Steam power was used by the Fowler Flour Mills whenever 
there was not enough water power available to operate a mill. 
When a mill which required about 2,400 horse power had only 
enough water available to develop 600 horse power, steam power 
was used to develop the remaining 1,800 horse power required to 
operate the mill at capacity. The electricity used was purchased 
from a public service corporation. 


CoMMENTARY: This case is one in which there is a temptation to 
complexity in the records—a temptation which should be resisted. 
Especially should any attempt be avoided to record in double-entry 
form those varying factors in the situation which can be more di- 
rectly expressed by simple statistics outside the accounts proper. The 
ten-year schedules for the several mills are interesting as showing the 
variations which could take place in the extent to which each kind of 
power might be used in any one year. Unfortunately, any attempt to 
place unit costs alongside these annual figures would reflect changes in 
market prices of labor and supplies, rather than cost variations arising 





2In other plants it had been found that the saving resulting from operating a 
steam engine below capacity was not proportional to the decrease in output. It 
was estimated that if an engine ran at 90% capacity, only about 2% of the cost of 
generating the steam and of converting it into power was saved. 
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from the kind of power used. The next factor in importance is weather, 
and the resultant water supply. 

There were two main lines of attack upon the problem of what in- 
formation should be presented to the management concerning the power 
situation. The first had to do with the economic long-time policy: 
should the company accept and continue its present power arrange- 
ments, or should it attempt to revise them radically, in the way of 
substituting other sources of power for the existing ones? The second 
aspect dealt with the possible short-time economies: accepting the 
status quo, the present equipment, was it being operated efficiently and 
cheaply from month to month? It was important that information 
should be supplied which would help in answering these two questions; 
but it was equally important that the two issues involved should not 
be confused. It may be observed that the desiderata mentioned in the 
first paragraph of the case as being the objectives of the company 
officials deal almost entirely with the short-time view, and ignore the 
long-time aspects. 

Taking up the latter question first, the company would clearly wish 
to increase its resources of water power. But the sum total of the 
power was limited by natural conditions, and the percentage of the 
total water which was available to the Fowler Flour Mills was de- 
termined by its leases and priorities. In a growing community it was 
unlikely that this company would in future acquire rights to a larger 
share of the available power; even if expiring leases of others should 
be thrown on the market, it was probable that public bidding would 
put such a premium on them as to leave little saving as compared with 
other kinds of power. It was, therefore, largely useless to continue 
keeping detailed cost figures to prove what was already known, namely, 
that water was the cheapest form of power; no demonstration of the 
amount of savings could produce more of it. The choice between steam 
and electricity was, however, a more practical question; no natural 
limitations prevented an increase in steam-power capacity, if sufficient 
economy could be demonstrated as a probable result. In this connec- 
tion the question arises as to why Mill E was equipped with electric 
power only; the answer is found in the fact that, for a small unit, 
purchased electric power is cheaper than steam power derived from a 
specially installed plant. A flour mill also has an advantage in oper- 
ating 24 hours a day, a basis which enables it to secure very favorable 
rates from the electric power company. The ease with which electric 
power may be turned on and off and the relative absence of fixed 
charges are additional advantages of purchased electric power. 

It would be desirable for the company to have on hand standard 
cost figures for the more important power units, notably for a pound 
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of steam, and for a horse-power hour of water, steam, and electric 
power, respectively. Such unit figures would be useful from time to 
time in considering the power situation, in evaluating the savings to 
be made from the cheaper kinds of power, in making distributions of 
power to different mills, and in computing a standard power cost of 
flour per barrel. These purposes would not, however, require con- 
tinuous computations of standard unit costs; nor was it necessary to 
tie them in with the regular double-entry accounts. To get the charge 
per pound of steam, the fixed charges on the generating plant should 
be ascertained, and to them added the operating costs for labor, coal, 
oil, and cotton waste. The total of these costs should then be divided 
by the normal or average number of pounds of steam generated, in 
order to obtain a per pound cost. From this figure might be com- 
puted the proper charges to the steam-power plant and to the various 
departments to which steam heat was supplied. A similar computa- 
tion, namely, dividing the average or normal number of steam horse- 
power hours produced into the total charges incurred by the steam- 
power plant, would give a standard cost per horse power hour of steam 
power; by the same methods the cost of water and electric power units 
might be computed. 

Consideration must now be given to the current control of power 
costs. The subject presents two aspects: (1) the observation of power 
expenses from month to month, and (2) the economical use of power, 
in the sense of always using the most economical power available. With 
regard to the latter, this again could best be observed statistically, by 
figures not tied in with the financial accounts. Record would be kept 
of the kind of power used by each mill each day; information would 
always be on hand, from the priority records, as to the amount of 
water power available, and it would be easy to see whether the best 
possible use had been made of that power. These records, together 
with those previously discussed, cover all the principal questions relat- 
ing to the optional use of the three kinds of power. 

There remains the accounting question proper, the record and con- 
trol of the current operating expenses for power. Here the main ob- 
jective must be to measure the discharge of responsibility, and the 
several accounts should be designed accordingly. One of the large 
items of expense would be for manual labor, which would be under 
the power-plant manager; an account for it would indicate all changes 
from time to time. General and clerical help would be under a gen- 
eral plant official; his responsibilities should therefore be checked in 
another account. Variations in the kind of power used would be re- 
flected chiefly in two accounts, Fuel, and Power Purchased; if more 
steam power were used, the former account would increase; the latter 
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account would show electric current and water power purchased from 
outside. Changes in these accounts should be interpreted in the light 
of the records, already mentioned, which show the amount of different 
kinds of power used and the conditions which justify that consump- 
tion. So long as per barrel costs did not change, there would be no 
occasion for further information; and if per barrel costs did change, 
an analysis of the records discussed would readily determine the reason. 

The cost of repairs and renewals would be another considerable item, 
if a separate account were kept for it, anything out of line would at 
once be observed and the cause ascertained. This item would consist 
of two main parts, namely, labor, and materials used; they might con- 
veniently be recorded in two accounts, if so desired. Supplies used 
would also be separately recorded, and the power-plant manager held 
responsible for keeping them within reason. All other power expenses 
might be noted in a Miscellaneous Power Expense account, any unusual 
items being carefully scrutinized. 

Before the total of all the power expense accounts could be regarded 
as debits to flour mill operations, certain credits would have to be 
made for steam supplied for heating purposes, and for power used by 
elevators and machine shops and on other work not directly a part of 
the milling process. These charges might either be made as fixed 
standard charges, or on the basis of metered service at the standard 
unit charge already described. The balance of the power expense ac- 
counts would be the net sum to be used in computing the per barrel 
cost of flour; after taking all the other observations, however, nothing 
would be gained by computing currently the per barrel cost of flour for 
each kind of power used. If consideration were given first to the pos- 
sible power policies and to current operating practice, and if the in- 
formation relating thereto were sought in the most direct manner, all 
necessary information would be provided without undue complexity. 


March, 1927 ToT Ss: 


Dorpat TANNERY! 
TANNERY—UPPER LEATHER 


PRopucTION Costs—Effect of Substituting Women Workers for Men. A 
leather tannery contemplated the substitution of women workers for 
men in its upper leather finishing department, the capacity of which was 
limited to 40 operatives. In order to determine whether economies 
might be effected by such a change, the tannery requested its cost de- 
partment to compute the lowest volume of production which women 
workers must turn out in order profitably to be employed in place of 
men. 


The Dorpat Tannery, situated in St. Louis, was considering 
the advisability of changing from men workers to women workers 
in the upper leather finishing department. It therefore made some 
estimates on which to base its judgment of the probable econo- 
mies of so doing. 

The men employed in the upper leather finishing department 
worked on sheepskins. A force of 40 men could turn out 56,000 
skins in a three months’ period. The operations included season- 
ing or hand-doping, brushing, plushing, trimming, glazing, and 
rolling. All these operations were not performed on the same 
skins; a skin that was brushed would not be plushed, and a skin 
that was glazed would be neither brushed nor plushed. The capac- 
ity of the department was limited to 40 operatives; no more 
could conveniently be employed to bring production up to normal 
if the women were not able to produce as many finished skins 
as the men. Men employed in the finishing department were paid 
$30 a week; it was expected that women might be obtained for 
this work for $20 a week. 

The value of the building containing this department was 
$20,000, and the value of the equipment was $25,000. Of the 
latter figure $10,000 applied to the seasoning and doping opera- 
tions, on which 20 of the 40 men were employed. Depreciation 
on the building was figured at 5% per annum; depreciation on 
equipment at 10%; insurance at 2%; taxes at 3%; supervision 
and inspection, for 3 months, at $1,700; heat, light and power, 
for the same length of time, at $700; and other overhead ex- 
penses at $3,500 for three months. 
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If women were employed in the upper leather finishing depart- 
ment, a new rest room would have to be fitted up at a cost of 
$1,000, and a matron employed at $30 a week. It also would be 
necessary to hire a man to do trucking, at $25 a week, to save the 
women from carrying heavy loads. Apparently the company 
could effect no saving in overhead by employing women. 

It was expected that on some operations women would produce 
nearly as much as would men; on others they might turn out 
considerably less. 

The cost department was asked to compute the lowest volume 
of production which the women workers must turn out in order 
profitably to be employed in place of men. 


Commentary: The crux of the question raised in this problem is 
that overhead costs were to be increased in order to effect a decrease 
in labor costs. The limited capacity of the department, by prohibiting 
the employment of a larger number of workers, would mean that, in 
the event of a decreased production occurring, it would have to carry 
not only the entire present overhead, but also additional expenses to 
be incurred by reason of the employment of women. Although it was 
not yet known what the output of women would be, the cost depart- 
ment was required to ascertain the lowest point of production which 
would give a cost not greater than the present cost. The figures in 
Exhibit 1 indicate a present cost of 41 cents per 100 skins; this figure 
is divided into the total costs of operating the department with women, 
and it is found that they must produce at least 45,000 skins in a three 
months’ period if they are to be economical as compared with men. 
In fact it would be desirable to have a margin of safety in a little 
higher production than this, since women, being unaccustomed to the 
work, might spoil more leather and perhaps require more training. 

It might result that on some operations the output of women would 
be very satisfactory, but that on other operations they would turn out 
considerably less than men. If this should occur, it is to be noted that 
the deficiency could not be made up by employing more women since 
there was no room for them. Reduced production in one operation 
would tend to slow up the entire plant and throw this department out 
of balance with the rest of the factory; the question might then arise 
of employing men on those operations for which women were found 
unsuitable. In that event, it would be necessary to make calculations 
for each operation similar to those shown above for the department as 
a whole. The problem illustrates the fact that a saving in labor may 
be offset by unabsorbed burden arising from a lower rate of production, 
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EXHIBIT 1 
CONVERSION Costs OF 56,000 SKINS 








Three Months’ Period—Men 





Labor) 40 men ati $30, 13 weeks. .....- +2 seeseccces. $15,600.00 
Overhead: 
Fixed Charges (Depreciation, Taxes, Insurance) 
Buildings, 10% of $20,000 per annum.............. $ 500.00 
Equipment, 15% of $25,000 per annum............ 937.50 
Supervisionsandilnspectionsaepaeane eee ener eee I,700.00 
Heat euighteandsbowenrermaneeiiscemeen cnet ce 700.00 
OthersOverhead@armcemecm ce accent ee ne 3,500.00 7,337.50 
PLOtAlmEC OSt Emap erro naiaee cine ee ee ene ane ee $22,937.50 
Costeper@1oorskinss suatrecatine cette ae 4I cents 
Three Months’ Period—Women 
Labor: 40 women at $20, 13 weeks..............ee0e: $10,400.00 
Overhead——As abOvesanct-ciow ats sicisieies.o1s Don cisieosmancionies 9,337.50 
Additional Overhead 
RixedmChaneess 10a Of. 50-000) Meenine tr nin cine tener $ 25.00 
WWEALT OT eerie tele svete este he Meer ca ors nes Mi Ronen 390.00 
BLY 11 CAN Oeeeersrctcerrsis ocisrsiaror ae eccssecie oom ai idee 325.00 740.00 
HO tala OStaremnetsrereceiate sichctais Wiers|ncoua) aise ereisis Meee e ata Car $18,477.50 
$18,477.50 


Women must produce at least = 45,000; if they go below this they 


I cents 
are not economical. 





The question cannot end with a consideration of costs alone. Even 
if women showed the same cost per unit as men, a smaller output at this 
cost would yield a smaller aggregate profit. It would be necessary to 
have figures for selling prices and for total costs, to be able to compute 
the exact point where women’s labor would become as profitable as 
men’s; but there would have to be a considerable saving in cost be- 
fore equal profitableness could be shown on a smaller output. 


February, 1927 Trio. 


Meics CONFECTIONERY CoMPANY! 
MANUFACTURER—CANDY 


Inspection—Establishment of Inspection Department. A candy manufac- 
turing company found that, when the plant worked at capacity, the 
quantity of defective candy returned increased rapidly. Foremen in 
charge of candy producing under the factory superintendent, who was 
responsible to the factory manager, were responsible for the quality of 
the candy, but were judged chiefly by their ability to maintain produc- 
tion; during heavy sales periods they placed more stress on volume of 
output than upon quality of the product. In order to avert severe losses 
through returns of defective candy, which could not be salvaged or re- 
worked, the company decided to create an inspection department under 
a chief inspector, who would be responsible directly to the factory man- 
ager for allowing only goods of standard quality to be shipped, and to 
restrict the duties and responsibilities of foremen to securing efficient 
output. 


InsPection—I/ncrease of Factory Overhead by Inspection Department. In 
considering the creation of an inspection department to assume the re- 
sponsibility for quality of product, then held by foremen in charge of 
production, a candy manufacturing company recognized that it would 
increase its factory overhead by taking high-class employees from pro- 
duction work to act as inspectors, and that the foremen might regard the 
plan as preliminary to introducing what would amount to a spy system 
into the plant. The company decided to establish the department, how- 
ever, since candy rejected inside the factory could be salvaged and re- 
worked, and high standards of product would be maintained. It was 
believed, furthermore, that the foremen could be shown that the plan 
meant the elimination of heavy charges against them for defective goods 
returned and would allow them to devote their time more completely to 
the performance of production duties. 


The factory manager of the Meigs Confectionery Company 
found that when the plant was working at capacity the quantity 
of defective candy returned by customers increased rapidly. In 
the plant the factory superintendent was responsible to the fac- 
tory manager for all manufacturing functions. Under the factory 
superintendent were foremen in charge of the candy producing 
divisions. These foremen supervised the work of their employees 
and were responsible for the quality of all candy that went to the 
packing room. 
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The foremen were judged chiefly by their ability to maintain 
production, and during periods when sales were large, they placed 
more stress on the volume of output than upon the quality of the 
candy. The factory manager received reports of the quantities 
of unsatisfactory goods returned by customers, and found it nec- 
essary to reprimand the foremen to whose divisions unusually 
large returns were made. After candy had been manufactured 
and shipped to consumers, it was an entire loss to the company 
if it was returned; the materials could not be salvaged or re- 
worked, although full allowances were made to the customers. 
Losses were of sufficient importance to call for the company’s 
consideration of a plan to reduce shipments of defective goods. 

Upon the recommendation of the factory manager, it was de- 
cided to create an inspection department under a chief inspector; 
the latter was to be responsible directly to the factory manager 
for allowing only those goods to be shipped which were in every 
way of standard quality. This decision meant that high-class 
employees who understood the products thoroughly had to be 
taken from productive work and assigned to inspection duties 
only. Under this arrangement the duties of the foremen were 
restricted to securing efficient output. In each division records 
were to be kept of the quantity of candy which failed to pass the 
inspectors; these records would provide a check upon the effi- 
ciency of the production department. By appointing high-grade 
inspectors the company was assured that a minimum of defective 
candy would be shipped, and if returns were made, the inspec- 
tion department only was chargeable with the loss. 

There were several disadvantages to be considered in making 
this decision. ‘The foremen at first were likely to regard the 
creation of an inspection department as a step toward introduc- 
ing a spy system into the plant. The officials of the company 
had never considered the use of a spy system and did not wish 
to suggest such a possibility to the foremen. The factory man- 
ager was convinced, however, that he could explain the need of 
the proposed plan to the foremen in such a way that they would 
realize the ultimate benefits to be secured both by themselves 
and by the company. From their own point of view, it meant 
the elimination of heavy charges against them for defective goods 
returned and allowed them to devote their time and energy more 
completely to the performance of production duties. 
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Factory overhead would be increased by the assignment to in- 
spection work of employees who hitherto had been engaged in di- 
rect production. On the other hand, when candy was rejected inside 
the factory, many of the materials could be salvaged and reworked, 
whereas they were an entire loss after they had been shipped to 
customers and then returned. The inspection service also pro- 
vided means of maintaining high standards of product, so that 
there would be no loss of prestige because of defective candy 
placed on the market. This condition was a direct benefit to the 
sales department in meeting competition. 

Since the chief inspector was made responsible directly to the 
factory manager, the inspection department was not likely to be 
influenced or prejudiced in its work by the efforts of foremen to 
maintain a large volume of output. Returned goods were a 
charge against the inspection department, and the volume of 
such goods was an index of inspection efficiency. 


CoMMENTARY: The conditions described are typical of the break- 
down point of foremen inspection. At capacity the foremen evidently 
were heavily loaded; the principal pressure upon them was for quan- 
tity, and the work involved in maintaining their departments at maxi- 
mum production, along with the state of mind accompanying the urgent 
effort to get out the shipments on time, made rigid attention to quality 
very difficult. Apparently the foremen knew how to maintain quality 
and did maintain it when they had time to devote to that phase and 
were under less pressure for volume, but it is hard for the same man 
to maintain the twofold viewpoint—to exhaust every expedient in re- 
sponding to pressure for deliveries, and at the same time to maintain 
standards so rigid as to impede the schedule. This situation is familiar 
and general. 

It may be assumed that manufacturing equipment could not be ex- 
tended. Probably a natural departmental division determined the 
number of foremen. Inspectors under the foremen or even under the 
factory superintendent would have been under this pressure for quan- 
tity, transmitted through the foremen, and while they would have 
helped quality, they would have been likely to incline to leniency in 
passing questionable shipments. It would appear that the course ac- 
tually taken was the best one. 

Inspection departments are common and their functions and value 
are well understood in a wide variety of industrial activities; and in 
this case the return of substantial amounts of candy must have given 
visual evidence that something must be done to keep quality up to 
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standard. With a proper introduction, clear definition of duties and 
relationships, and considerate administration, it may be supposed that 
any suspicion of spying would soon disappear if indeed it ever ap- 
peared. It is natural that a foreman should feel some apprehension 
and reluctance whenever it is proposed to relieve him of any traditional 
duty, but at times of overload this feeling is at a minimum. 

Obviously, if the inspectors condemned all defective candy—as they 
should—and if no other change in production methods occurred, ship- 
ments would be retarded. This therefore seems to have been an in- 
stance where the inspection department had an opportunity to show 
its value in constructive development of methods for preventing off- 
grade production. An inspection department in many cases finds its 
greatest usefulness in forestalling rejections and accepting the control 
of quality as a function much broader in its implications than the 
minimum implied by the word “inspection.” 

As to expense, the function had to be performed, and when produc- 
tion was at capacity it probably could be performed best and at the 
lowest true net cost by such an inspection department as that decided 
upon, with the chief inspector responsible to the factory manager. It 
would be interesting to know whether in times of seasonal low produc- 
tion the same arrangement was continued, or whether the inspectors 
were returned to production, the chief inspector retained as a quality- 
control man, and foreman inspection reinstated until the next peak. 
Such alternations of method might cost more than they would save. 

There must be a good reason that is not fully explained why the 
returned candy was a total loss; it might be supposed that in times of 
active demand such candy could be sold unbranded at a low price. 
Possibly the inspection department could do something toward maxi- 
mizing the salvage value of rejected product, but the data of the case 
do not give a basis for discussion of this point. 


February, 1927 JaGac. 


Ever-Gitow Ort Company! 
REFINERY—PETROLEUM 


Waste Propuct—Installation of Plant to Reclaim. An oil refining company 
had difficulty in disposing of sulphuric acid after it had been used to 
purify kerosene or gasoline. The used acid was returned to the manu- 
facturers, who, however, because of limited storage facilities, often were 
unable to accept it immediately. The company decided to install a plant 
to reconvert the acid into usable condition. It was estimated that a 
saving of $1,000 a month could be effected by the installation of a unit 
with a reclaiming capacity of 10 tons a day, costing $30,000, as the 
company would be independent of acid manufacturers except for 25% 
of its total requirements, which would be needed to mix with the re- 
claimed product. 


(1923) 


The Ever-Glow Oil Company, an independent refinery, in 1923 
was having difficulty in the disposition of sulphuric acid after it 
had been used to purify kerosene or gasoline. The problem be- 
came acute whenever the acid manufacturers were unable to 
accept return shipments of the impregnated acid. Other refiner- 
ies which experienced the same difficulty had constructed plants 
to reconvert the acid into usable condition. 

The Ever-Glow Oil Company converted annually about 500,000 
barrels of Mexican crude petroleum into gasoline, kerosene, and 
various grades of oil and asphalt. The annual consumption of 
acid for conversion purposes was 1,800 tons. This acid was 
bought on contract and shipped in tank cars to the plant, where 
it was stored until needed. 

If gasoline and kerosene were to be marketed as motor and 
fuel oil, it was essential to treat them with sulphuric acid in order 
to remove the impurities. A specified quantity of acid was 
pumped into an agitator filled with either gasoline or kerosene 
and the two liquids were mixed. The quality and strength of 
the acid and the length of time required for mixing depended 
upon the type of oil that was being treated. After the two liquids 
had been mixed, the acid was allowed to settle and was drawn 
off into storage tanks. In this condition it was of no value to 
the company, as it could not be sold; and it could neither be 
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turned into sewers nor emptied into the ocean. In order to dis- 
pose of it, the sludge acid was pumped into tank cars and re- 
turned without charge, freight prepaid, to the acid manufacturers. 
There it was atomized in a hot coke fire, and the products of com- 
bustion, chiefly sulphur dioxide, were conducted into lead cham- 
bers to be regenerated into sulphuric acid. The product re- 
claimed by this process was not returned to the oil company, be- 
cause it could not be used for treating petroleum compounds on 
account of the detrimental effect of the nitrogen it contained. By 
returning impure sulphuric acid to the chemical manufacturer, the 
company did not have to maintain a reconverting unit, which was 
a public nuisance on account of the offensive odors that escaped. 

This method of disposal, however, was not entirely satisfactory 
to the company. Not only was the acid of value when reclaimed, 
but also the manufacturers frequently were unable to accept the 
old acid immediately because of limited storage facilities. When 
there was a shortage of old tank cars, it was necessary to use hew 
ones, which required careful recleaning, an expensive operation, 
before they could be used again for new acid. Freight shipments 
were often slow, and by returning the sludge acid to manufactur- 
ers, the company did not control any part of its chemical supply 
as it could have done if it had operated a purifying plant in its 
refinery. The apparatus could have been managed by the com- 
pany’s chemists and little labor, and that unskilled, would have 
been required. Operation of such a plant also would have less- 
ened the amount of capital invested in acid, but would have in- 
creased the investment in plant equipment. 

When the management of the Ever-Glow Oil Company pre- 
viously had considered the installation of the reclaiming plant, 
it had decided against the project on account of the offensive 
odors which escaped from such a plant and because the chemical 
process did not reconvert the acid into a form usable in the refin- 
ery. By 1923, however, a new method of purifying acid had been 
perfected which consumed the obnoxious gases and left no nitro- 
gen in the reconverted product. The cost of a reclaiming unit 
of this kind, with a capacity of ro tons a day, was $30,000; the 
annual depreciation on such a plant was low; and only a small 
floor space was required. The total cost of regenerated acid 
would be approximately $10.75 a ton. With one of these units, the 
company would be independent of acid manufacturers, except 
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for 25% of its total requirements; this amount of new acid would 
be needed to mix with the reclaimed product. 

The monthly supply of fresh acid bought by the company cost 
$2,550; the freight charge of $250 for returning used acid to the 
manufacturers brought the total monthly cost of the acid up to 
$2,800. If the waste acid was reclaimed in the Ever-Glow Oil 
Company’s plant, it would cost $1,200 a month; to this would be 
added the cost of about 38 tons (25% of 150 tons) of new acid, 
which would be $646, making a total monthly cost of $1,846 for 
acid. Conservative estimates showed that a saving of $1,000 a 
month was possible. 

The management in 1923 decided to install a unit for reclaim- 
ing sulphuric acid. Immediate installation was not possible, since 
additional production facilities were being added and the com- 
pany did not desire to undertake other expansion at that time. 


CoMMENTARY: The new process for purifying sulphuric acid offered 
the Ever-Glow Oil Company an opportunity to reduce its operating 
expenses approximately $1,000 a month through a capital expenditure 
of $30,000. The demand upon the purifying unit, however, would not 
exceed 135 days of annual duty at capacity production. 

It is evident that the purifying plant could be operated at lower 
unit costs were it to be run at full capacity and that larger units might 
be operated with even greater economies. Under such circumstances 
it would be desirable for the Ever-Glow Oil Company to suggest that 
its suppliers consider the installation of such a reclaiming plant for 
the serving of their several customers and further to request that its 
suppliers estimate the price which they would offer for the sludge acid 
under these conditions. Competitive conditions surrounding the mar- 
keting of sulphuric acid might be such as to impress the suppliers with 
the desirability of offering this service to the Ever-Glow Oil Company 
on such a basis that a saving of $1,000 a month to the latter company 
would result without the necessity of an investment in equipment or 
the added responsibilities involved in the supervision and operation of 
the acid-purifying process. Failing that, the installation would, on the 
figures given, be a profitable one for the oil company. 


January, 1927 Ea ss. 


ONAWAY PAPER Company! 
MANUFACTURER—PAPER PRODUCTS 


FLow oF WorK—Control of Congestion in Special-Order Shipping Depart- 
ment. ‘The special-order shipping department of a company manufac- 
turing paper products was congested because foremen of the various 
producing departments usually sent in large quantities of finished goods 
at the end of the morning and the afternoon, causing an uneven flow of 
work into this department. The company decided to correct this condi- 
tion by placing the control of deliveries to the shipping department in 
the hands of the transportation department, which was to follow a sched- 
ule prescribed by the research department. 

FLow oF WorkK—Coeficient of Dispersion Selected to Measure. Congestion 
in the special-order shipping department of a company manufacturing 
paper products had been relieved by placing the initiative for deliveries 
to this department in the hands of the transportation department. The 
factory manager desired a control measure which would represent the 
degree of congestion by a single figure; the purpose of this measure was 
to enable him to judge the relative merits of transportation department 
schedules and to give warning of changed conditions before they became 
serious enough to cause customer complaints. The research department 
fixed a week as the base period, and, of three suggested measures of 
dispersion or fluctuations of orders, namely, total deviations from the 
arithmetic mean, total deviations per order, and coefficient of dispersion. 
selected the last mentioned. 

(1924) 

The Onaway Paper Company manufactured a wide variety of 
paper products. Approximately one-half of its total production 
was for special orders; these included both rush orders and orders 
for goods which required individual specifications, such as special 
printing on standard tags. When completed, goods for these 
special orders were sent on trucks from the various producing 
departments to a separate special-order shipping department, 
called Department 21. 

Department 21 was overloaded daily with work during the last 
hour of the morning and during the latter part of the afternoon. 
The rush periods were especially evident because at other hours 
of the day Department 21 frequently had no work on hand. The 
seriousness of the congestion was increased because final packing 
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and shipping of the goods had to await shipping instructions from 
the planning department. This department was congested simi- 
larly because it could not proceed with the shipping instructions 
and have the billing done until the completed goods had been 
checked against production orders as received by Department 21, 
and the production orders had been sent to the planning depart- 
ment to be compared with the original sales orders. The effect of 
congestion in the planning department was felt by the billing, 
bookkeeping, and accounting departments. 

In July, 1924, the factory manager of the Onaway Paper Com- 
pany asked the research department to analyze the causes of 
congestion in Department 21 and to suggest changes in factory 
routine that would reduce as far as possible the congestion in 
this department. 

The research department found the following information in 
the daily records of Department 21: (1) the time of arrival of 
each truck; (2) the number of orders on each truck; (3) the 
department from which the truck came; and (4) the time at 
which the shipping orders were received from the planning de- 
partment. In addition to this statistical information, the research 
department obtained certain nonstatistical facts relative to the 
congestion which reflected details of factory routine. 

With this information at hand the research department ana- 
lyzed the fluctuation of orders received by Department 21 during 
each hour of the working day. The statistical portion of the 
analysis showed peaks and valleys in deliveries from the produc- 
ing departments. This indicated that so long as the foremen of 
these departments controlled the time of sending their own 
special-order goods to the special-order shipping department, 
there was no hope of avoiding congestion. This part of the study 
also distinguished those departments which were responsible for 
the peaks in delivery of orders at about 11 a.m. and again at 
about 3 p.m. from those which had peaks in other hours. The 
facts gathered by the research department in regard to factory 
routine showed that the peaks at 11 a.m. and 3 p.m. were caused 
by two factors: (1) the decided tendency for foremen of those 
departments which made goods of small bulk per order to allow 
an accumulation of orders in their respective departments until 
the end of the day; and (2) the last-minute forcing of promised 
goods and rush orders. The peak deliveries at periods other 
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than these two were caused by the nature of the goods produced. 

On the basis of this analysis, the research department sug- 
gested that a smoothing of the flow of orders into Department 21 
could be accomplished by taking away from the various foremen 
of the producing departments the control of deliveries and placing 
this control with the transportation department. The transporta- 
tion department would be required to follow a schedule made out 
by the research department to serve as a guide in making de- 
partmental collections of completed goods. The research de- 
partment drew up such a schedule of calls, constructing it with 
a view to eliminating the two causes of the peak deliveries. For 
the goods whose production was ahead of schedule and for the 
nonpromised goods, the schedule of calls was so arranged that 
during a given hour there was a balancing of the orders of small 
bulk, which previously had been allowed to accumulate, with 
orders of large bulk, which, because of their size, previously had 
been sent to Department 21 with more or less regularity. For 
deliveries of promised goods and rush orders, the schedule of 
calls reserved the last two hours of each afternoon. In order that 
the producing departments should receive credit for goods actually 
produced but not accepted for delivery during the last two hours 
of the afternoon, the schedule provided that they should be called 
for prior to 10:30 a.m. of the next day; these deliveries were to 
be credited to production of the previous day. 

In order to present periodically a picture of conditions in De- 
partment 21 under the new plan, graphs were constructed for 
each week which showed the number of orders delivered per hour 
from each department to Department 21 and the total of all 
orders received by Department 21. These graphs were intended 
to assist the factory manager in deciding whether the given sched- 
ule selected for the transportation department had improved 
conditions in Department 21. 

After a trial of the new plan, the factory manager was of the 
opinion that general conditions in Department 21 had improved. 
The charts which showed the hourly fluctuation of orders into 
Department 21 were so complicated, however, by inevitable fluc- 
tuations at irregular intervals that they were almost useless for 
the purpose of determining changes in conditions. The factory 
manager asked the research department, therefore, to devise some 
measure which would express the degree of congestion by a single 
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figure. This measure would be expected to show the conditions 
in Department 21 for each period of time selected. The factory 
manager was interested in such a control measure also because 
he desired to use it as an index, when experimenting with various 
schedules of deliveries for the transportation department, to en- 
able him to select that schedule which was most effective. More- 
over, the factory manager expected that if a satisfactory control 
measure were devised, he would be able to improve conditions 
during periods of seasonal congestion, which were especially bad 
during the late fall. In effect, he hoped that a control measure 
not only would enable him to improve present conditions, but 
also would give him timely warning of congestion caused by a 
change in the character of production. Consequent congestion 
thus might be removed by a revised schedule of deliveries in time 
to prevent receipt of customer complaints. 

In devising the control measure, the research department found 
that the problem was divided naturally into two parts: the 
period of time for which the measure was to be calculated, and 
the kind of measure to be used. 

Although a day was suggested as the base period for which 
this numerical measure should be calculated, the research de- 
partment reasoned that performance in such a short period would 
be distorted by unavoidable irregularities in production or in 
transportation. Such expected irregularities would be absorbed 
in the ordinary course of events within a day or two. A week 
was adopted, consequently, as the shortest period for which the 
measure would show cumulative effects of continued fluctuations. 

In designing a single control measure, a double object was 
sought: an index figure which would be sensitive to extreme 
conditions; and one showing comparative conditions which would 
indicate whether the situation was improving. Three measures 
of dispersion or fluctuations of orders were suggested for con- 
sideration by the research department: total deviations? from 
the arithmetic mean; total deviations? per order; and the co- 
efficient of dispersion. 

Total deviations as a measure were considered first. They 
were a simple measure of the swings away from the arithmetic 
average and had the decided advantage of being understood 





2 That is, the total of the numerical values of the deviation regardless of whether 
they were above or below the arithmetic average. 
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easily. The objection to this measure was that the total devia- 
tions would be affected directly by the total number of orders 
received in a week and by variations in the total number of 
working hours per week. The factory manager favored this 
measure because it could be understood readily by the plant 
foremen; he also believed that it was sufficiently accurate for 
the desired end. 

The total absolute deviations per order were stated as the 
average per hour of the total deviations of the week divided by 
the average per hour of the total number of orders received 
during the week. In this form, the figure for total deviations 
per order was the first measure suggested, modified by dividing 
the average deviations by the average number of orders. The 
object was to eliminate variations due to the total number of 
orders and the total number of working hours per week. Since 
the average of the deviations per hour and the average number of 
orders per hour had the same divisor, namely, the number of 
hours per week, they canceled out, leaving the measure as given. 
Although this measure eliminated the chief objection to the first 
measure, it failed to emphasize sufficiently the extreme items. 
Minor fluctuations of the orders received by Department 21 were 
to be expected, but it was necessary that any return to old con- 
ditions of congestion should be indicated emphatically so that the 
schedule of deliveries might be changed at once. 

The coefficient of dispersion, however, because its calculation 
involved the squares of the deviations, was particularly sensitive 
to extreme items. As this function was considered the most im- 
portant of the conditions which the measure was to satisfy, the 
coefficient of dispersion was adopted by the research department. 
It satisfied, in addition, the other condition, that it should show 
a comparison of congestion, because its value was calculated each 
week. The coefficient of dispersion was calculated as shown in 
Exhibit 1. 

When the coefficient for any week was plotted, as shown in 
Exhibit 2, it was possible for the factory manager to compare at 
once the congestion for this week with that of any previous week. 
A perfectly uniform flow of work would be represented on the 
graph by a straight line, which would be the base line and which 
was the impossible ideal. A downward trend approaching this 
ideal would indicate an improving condition, while a horizontal 
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EXHIBIT 1 


COMPUTATION OF COEFFICIENT OF DISPERSION FOR ORDERS 
RECEIVED BY DEPARTMENT 21 OF ONAWAY PAPER COMPANY, 
WEEK ENDING May 24, 1924 














period Orders Deviations from Deviations 
Day Ending Hour| Received Period Average _|__ Squared _ 
Monday.......... 9 22 —13 169 
Bee tee eaete Io 45 +10 100 
tee stor aretarer 11 12 23 529 
Waele mee 12 70 35 1226 
Be eke tao 2 3 32 1,024 
RONG eae coeosete 3 20 6 36 
oraeestageetes 4 13 22 484 
a enaierer oe 5 99 64 4,096 
Tuesday.......... 9 21 14 196 
ie DRESS cous Io 44 9 81 
Rete roteeste ere II 38 3 9 
enanaea s eostetate 12 41 6 36 
Peiassencac hs 2 13 22 484 
Bie kerrenser 3 10 25 625 
Heelers tas 4 28 a 49 
mpigsyh ei) rere 5 81 46 2,116 
Wednesday 9 32 3 9 
10 29 6 36 
if 42 7 49 
I2 44 9 81 
2 26 9 81 
3 8 27 729 
4 ee 5 25 
5 3 3 
Thursday......... 9 24 II I oF 
arate. ch Stee 10 41 6 36 
Senate tet II 23 12 144 
renee I2 52 17 289 
eeetectencre 2 26 9 81 
3 17 18 324 
Nareraeete ts 4 28 ; 7 49 
Routers 5 43 
Eridayeesncmncre: 9 26 9 gr 
RAR rere ee te 10 14 21 441 
Rega etter II 12 23 520 
Mee ee is Pees 12 84 49 2,401 
testo teseeneters 2 ani 20 400 
srAu oeuse TA oe 3 16 19 361 
anh c cystine ck ent 4 De 13 169 
eRrsr hemes she 5 61 26 676 
Saturday......... 9 30 I I 
Beret ete 10 33 2 4 
ath st ret aae er II 39 4 16 
Eevantihte: 12 84 49 2,401 
1,524 +357 Sos 20,866 
44 Periods Arithmetic Mean, 34.6 (Approximately, 35) 
Standard Deviation=o= V 20866 +44 = V 474.2 
Coefficient of Dispersion =——-=——4*_ = 623 


M 35 
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Exhibit 2: Coefficient of dispersion for orders received by Department 21 of 
Onaway Paper Company, by weeks, May 10 to December 20, 1924. 


trend would indicate a stabilized condition. The downward trend 
shown in Exhibit 2 indicated that experimentation with the sched- 
ule of the transportation department had been increasingly ef- 
fective, even during the seasonal period of extreme congestion in 
October and November, which in previous years had presented 
a serious problem. It was not unlikely that in the future seasonal 
changes in the character of orders might cause a justified tem- 
porary rise in the trend of the coefficient. Under these conditions, 
it would be unnecessary for the factory manager to refer to the 
detailed graphs showing the number of orders per hour received 
from each department. On the other hand, if the coefficient of 
dispersion should rise sharply above a danger point, the factory 
manager would examine these graphs in order to discover which 
departments were responsible. 


CoMMENTARY: This case illustrates the use of statistical analysis in 
the control of an industrial organization. The problem discussed may 
be considered in two distinct parts. The congestion in the shipping 
room, together with the means taken to alleviate it, was distinctly a 
problem in factory management. The measure of the degree of the 
congestion was a problem in statistics. 


290 HARVARD BUSINESS REPORTS 


Since the primary cause of the congestion lay in the practice of per- 
mitting the foremen to send at will completed orders of goods to the 
shipping room, the remedy was to be found in a new plan which would 
control these free-will offerings of goods. As the case points out, the 
initiative for delivery of goods was taken out of the hands of the indi- 
vidual foreman and placed under the control of the factory manager, 
who was made responsible for a system of calls according to which the 
transportation department was to collect finished orders from each of © 
the several departments. So far as the problem in management was 
concerned, the difficulty of extreme congestion at least was alleviated 
temporarily when a new plan of calls by the transportation department 
was put into effect. This method, however, did not tell the factory 
manager which of a number of possible variations in the details of the 
calling system would be most effective. Here statistical methods were 
used to determine the proper answer. 

The immediate cause of the factory manager’s desire to have a single 
control number was the fact that the weekly charts of the fluctuations 
in deliveries of goods to the shipping room were so complicated that it 
was almost impossible to base an exact opinion on them. Such a con- 
trol measure would give a prompt comparison of congestion in one 
week with that of previous weeks. A decision based on the comparison 
would be reached more easily and could be made more promptly than 
one based entirely on judgment derived from opinion rather than from 
objective analysis. 

The coefficient of dispersion was selected as the control unit because 
it was especially sensitive to extreme items. The reason for this was 
that the coefficient of dispersion was the standard deviation divided by 
the arithmetic mean. In calculating the standard deviation, the squares 
of the deviations were averaged and the square root of the result found. 
By squaring the deviations, emphasis was given to extreme items. As 
a simple example, compare the standard deviations of the two series, 
10, 20, and 30; 10, 20, and 100. The standard deviation of the first 
series is \/ 466.7, or 21.60; while the standard deviation of the second, 
which differs only in the third item, is V/ 3500, or 59.16. 

Table A shows a numerical comparison of the three suggested units 
as calculated on the basis of certain days. It will be observed at the 
end of the table that the three proposed measures are compared by 
equating column (a) to roo. The values of the deviations per order 
follow fairly closely the values of the coefficient of dispersion. The 
marked difference is for the second day. This day is one which has a 
moderate number of orders but which includes one hour with an ex- 
tremely high number of orders. In comparison with the first sample 
period, this extreme item in the second sample is more important than 
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is the extreme item in the first. The coefficient of dispersion shows this 
at once. 

In view of the similarity in results, it is to be questioned whether 
the deviations per order are not after all just as satisfactory a measure 
from the practical point of view as the coefficient of dispersion. The 


TABLE A 


COMPARISON OF PROPOSED MEASURES OF CONGESTION IN DEPART- 
MENT 21 OF ONAWAY PAPER COMPANY 
(Based on approximate number of orders received per hour by Department 21 on 


certain days. To reduce calculation, the day, rather than the week, was selected as 
the base period.) 





























(a) (b) 
TUESDAY FRAY 
Congestion—1 Working Day Congestion—z Working Day 
(Large Number of Orders) (Moderate Number of Orders) 
Absolute Absolute 
Hour Orders Deviations Deviations Hour Orders Deviations Deviations 
I 12 28 784 I rs rs 225 
2 46 6 36 2 12 18 324 
3 61 2r 441 3 29 I I 
4 15 25 625 4 20 Io I0o 
5 8 32 1024 5 8 22 484 
6 18 22 484 6 ue I5 225 
7 30 Io I0o 7 16 I4 196 
8 130 90 8100 8 125 05 9025 
320 234 II504 240 I90 10580 
Mean= 40 Mean= 1449 Mean= 30 Mean= 1322.5 
o = 38.06 © = 36.4 
g/M= -95 o/M= 1.2% 
(c) (d) 
SATURDAY FRIDAY . 
Congestion—One-half Day Little Congestion—1z Working Day 
(Moderate Number of Orders) (Moderate Number of Orders) 
Absolute Absolute Wie 
Hour Orders Deviations Deviations Hour Orders Deviations Deviations 
I 48 12 144 I 33 3 9 
2 7 53 2809 2 16 I4 196 
3 60 ° ° 3 35 5 25 
4 125 65 4225 4 44 14 196 
5 It I9 3601 
6 25 5 25 
7 28 e} 4 
8 48 18 324 
240 130 7178 240 80 1140 
Mean= 60 Mean= 1794.5 Mean= 30 Mean= 142.9 
o = 42.4 Oo = I1.9 
o/M= LIT o/M= .40 
pemeeame weir rene Se) ee es 
SUMMARY 
(a) (b) (c) (d) 
Total Absolute Deviations. <2... .-0sc0n+scccesienccensssisic 234 190 130 80 
Deviations per Order... .........scee cece reece eee eeenees -73 -79 -54 +33 
Coefficient of Dispersion.............ccccccsccerceeceees -95 1.21 -7 .40 
If (a) =100 
Total Absolute Deviations. .........20.000cccececeeeaees 150 81 56 34 
Deviations per Order.........--.cseceseecrererreesserss 100 108 14 45 


Coefficient of Dispersion.........-+++eeeeeeereerrerecces 100 127 75 42 
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coefficient of dispersion is more sensitive, but, on the other hand, it is 
somewhat more difficult to calculate and decidedly more difficult to 
explain. 

The case does not indicate how a predetermined danger point might 
be set. Because basic conditions in the factory varied, it would be un- 
wise to fix absolutely a certain value of the coefficient of dispersion. 
If the coefficient, as plotted, showed a downward trend, the factory 
manager might consider a sharp rise to be a warning. He might know, 
on the other hand, that, during the week marked by such a sharp in- 
crease in the coefficient, there had been an unusually congested condi- 
tion in the plant. The congestion also might have been caused by 
breakdowns in machinery, which had forced delivery of orders to the 
shipping department in certain hours. It might also be likely that 
during certain seasons of the year the nature of the goods produced 
would increase the value of the coefficient for a time. 

At least this is certain: the factory manager might have used the 
coefficient of dispersion to determine the most effective plan for the 
routing of calls on the several departments for completed merchandise. 
Thus, after assuming a certain plan, the factory manager could have 
compared its effectiveness with preceding plans by comparing the 
values of the coefficient of dispersion. By following such a procedure, 
in the course of a few weeks of experiment he could have determined 
the most desirable plan of routing completed orders. 

It should be noted that the application of the control measure out- 
lined in the case is not limited to the special conditions existing in this 
particular factory. When it is desired to measure or compare the de- 
gree of fluctuation of orders or of production of machines or of sales 
by salesmen, the coefficient of dispersion may be used. The applica- 
tion of the coefficient of dispersion as a measure or index of congestion 
was interpreted only in the light of factory conditions. The measure 
was used as a tool to assist judgment—it was not an end in itself. 


detyacaT T. H. B. 


CLEGHORN Company’? 
MANUFACTURER 


TrarFic ControL—Centralization of, in Company Operating Widely Dis- 
tributed Plants. A company which operated 35 plants manufactured 
21 major products, grouped in 6 divisions, each in charge of a general 
manager who reported to the president. Each division had its own 
production and selling organizations; each required the services of a 
traffic department in connection with receipts of raw materials and 
shipments of finished products; and each had traffic problems peculiar 
to itself. Purchasing for all divisions was centralized in the vice-president 
in charge of purchases, who was on a parity with the general managers 
in charge of divisions. The company had decided to centralize its 
traffic department at headquarters and to treat it as a service bureau 
which could be called upon by any department of any division; the 
vice-president in charge of purchasing was delegated to represent the 
traffic department before the president of the company. Within the 
department, however, the work was divided partly according to divi- 
sions and partly according to functions. 


(1924) 


The Cleghorn Company manufactured 21 major products. 
These it grouped into 6 divisions, each of which was under the 
charge of a general manager who reported to the president. 
The company’s total annual sales were in excess of $300,000,000. 
The company operated 35 plants, most of which were located in 
the same section of the country. Twenty-three of the plants pro- 
duced the products in division A; 4 those in division B; 3 those 
in division C; 1 those in division D; 2 those in division E; and 
2 those in division F. 

Each of the six divisions required the services of a traffic 
department in connection with receipts of raw materials and ship- 
ments of finished products. Some of the divisions had more need 
of such a department than had others. Much of the work re- 
quired of the traffic department was of a routine character, such 
as the maintenance of a complete tariff file, the checking of exten- 
sions on freight bills, and the checking of rates applied. Yet in 
each division, there constantly arose traffic problems peculiar to 
that division, for the proper solution of which were needed per- 
sons who had executive ability and who were familiar with the 





1 Fictitious name. 
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products of that division, competing products, markets, and gen- 
eral transportation conditions affecting the division. When the 
traffic department first was established, the company had been 
undecided whether to centralize it or to decentralize it. 

Each division of the company was almost independent of every 
other division in that each had its own production organization 
and its own selling organization. The products which the com- 
pany manufactured were widely diversified and practically neces- 
sitated decentralized production and selling. In the interest of 
economy and efficiency, however, the purchasing for all divisions 
was centralized in the office of the vice-president in charge of 
purchases, whose position in the organization was on a parity 
with that of the general managers in charge of the divisions. 

If a separate traffic department were maintained for each divi- 
sion, the men employed in each department would need to be 
familiar with all the various phases of the department’s activities. 
In a centralized traffic department, each phase could be per- 
formed by specialists in that phase. One person would not be 
required to perform a variety of functions. Furthermore, much 
duplication of effort would be eliminated. It was possible, how- 
ever, that the men employed in a centralized traffic department 
would not be sufficiently familiar with the traffic problems pe- 
culiar to each division. 

The company had decided to centralize the traffic department 
at headquarters, and to treat it as a service bureau which could 
be called upon by any department of any division of the entire 
company. The complete organization of the traffic department 
was developed gradually as the activities of the company ex- 
panded. Because the purchasing department was the only other 
department which was centralized, the vice-president in charge 
of purchasing was delegated to represent the traffic department 
before the president of the company. 

In 1924 the set-up of the traffic department was as follows: 

At the head of the department there was a director, who acted 
in a supervisory capacity and who corresponded to the director 
of the purchasing department. Immediately under the director 
was a traffic manager, who came into more intimate contact with 
the work of the department. There were four assistant traffic 
managers. One was an office manager in charge of all the de- 
tailed routine work of the department. Of the other three assis- 
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tant traffic managers, one was directly in charge of the more 
important traffic matters pertaining to divisions A and F; one 
was in charge of the traffic problems of division B; and one was 
in charge of those of divisions C, D, and E. These three assistant 
traffic managers were familiar with the special conditions in the 
divisions to which they were assigned and were capable of making 
decisions on matters of policy. 

The assistant traffic manager in charge of divisions A and F 
also had charge of all cases to which the company was a party 
that were brought before the Interstate Commerce Commission. 
He was put in charge of this work principally because the volume 
of traffic in his divisions was greater than that in any other divi- 
sion and, consequently, was productive of more cases which were 
referred to the commission. 

The traffic department activities which were in charge of the 
office manager were divided among 10 sections, as follows: 


1. The steamship division attended to all the details of charter- 
ing vessels and engaging space for incoming and outgoing ship- 
ments which moved to or from foreign ports. 

2. The insurance bureau made the necessary arrangements for 
marine insurance and also for insurance of goods which were 
stored at any point in transit. 

3. The rate room was under the supervision of a chief rate 
clerk who functioned through the other assistant traffic managers. 
The work of the rate room was divided on a territorial basis 
among a number of clerks. Each clerk attended to shipments 
originating in his territory, regardless of their destinations, and 
was responsible for checking the rates, for “having rates main- 
tained on a proper level,” for routing the shipments in and out, 
and for doing the detailed work involved in plant location studies. 
There were six “desks” in the rate room: one for New England 
and Trunk Line territory; one for southern territory; one for 
Central Freight Association territory; one for western territory; 
one for express and parcel post; and one for intercoastal water 
transportation. Responsibility for “having rates maintained on 
a proper level” meant that the rate clerks, when checking rates, 
were to report to the office manager any inconsistencies in rates 
or any rates which appeared to be unduly high. 

4. The tariff record room kept a complete file of all tariffs 
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issued in the United States except those for the Pacific Coast 
territory. The company had little or no use for a tariff of local 
rates in that territory. 

5. The bill of lading room kept copies of all bills of lading on 
the company’s shipments and checked the extensions of rates. It 
also compiled figures showing the tonnage distribution of the 
company’s shipments among the various railroads and steamship 
lines used, and kept a record of the quantity of the company’s 
products purchased by each railroad and steamship line, in order 
that the company might distribute its traffic among the trans- 
portation companies in proportion to their purchases from the 
company. 

6. The claims department recorded and filed claims for loss, 
damage, or delay to shipments and for overcharges. 

7. The tank car department kept records of tank cars which 
the company leased to other companies and which it leased from 
other companies. The records showed mileage accrued and sta- 
tistics pertaining to the movement of the tank cars, both those 
carrying the company’s products and those leased to other com- 
panies. 

8. The tracing department followed the movements of freight 
from or to any of the company’s plants, and undertook to expe- 
dite shipments when necessary. In special cases and during 
periods of embargoes and congestion, men from the tracing 
department accompanied shipments in an effort to speed them up. 

9. The car distribution department arranged with the various 
railroads for cars to be placed at the company’s plants for load- 
ing, and kept a record of demurrage charges and payments. 

10. The stenographic and filing department functioned for the 
entire traffic department. 


CoMMENTARY: The traffic department as a separate unit in indus- 
trial enterprises is comparatively new. The majority of industrial 
traffic managers were appointed since the passage of the Hepburn and 
Mann-Elkins amendments to the Act to Regulate Commerce. These 
amendments (enacted in 1906 and rgr1o, respectively) gave the Inter- 
state Commerce Commission greater power over rates, including the 
power to suspend tariffs on complaint of a shipper or on the com- 
mission’s own initiative. With the greater opportunity for shippers to 
have a voice in the determination of rates, rules, and service, came 
recognition of the desirability of having the work entrusted to spe- 
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cialists who could deal on equal terms of expertness with railroad 
traffic officers and conduct negotiations with governmental regulating 
authorities. 

The industrial traffic manager is now a part of nearly all industrial 
organizations, but there is very little uniformity in his place in such 
organizations. The form of organization is constantly changing with a 
tendency to give greater recognition to traffic. In some cases he is 
subordinate to the production manager; in other cases he reports to 
the sales manager; in yet another group he is on the staff of the pur- 
chasing agent or treasurer, or he may report to the general manager. 
In a very few cases he is on a plane with department heads and re- 
sponsible only to the president or the chief executive of the company. 

The importance of the traffic manager and his place in the organiza- 
tion depend mainly on the importance of transportation rates and 
service to the industrial enterprise and on the caliber of the traffic 
manager. In the case of the Cleghorn Company, freight rates and 
service were highly important, both on raw materials and on finished 
products. The problems connected with traffic and traffic department 
organization in this case were unusually complex because of the widely 
distributed plants and the diversity of product. The magnitude of 
operations is indicated by the annual gross sales of over $300,000,000 
from the products of 35 plants. 

The organization in this case was one which grew out of the peculiar 
development and needs of the company. It can hardly serve as a model 
for others, as there are very few companies of the same character. The 
centralization of the traffic function, without loss of specialization for 
the special needs of the individual plants, appears to have been wise, 
as was also the assignment of one assistant traffic manager to handle 
as a specialist for all divisions the matters taken before the Interstate 
Commerce Commission. The choice of the vice-president in charge of 
purchases as the executive to whom the director of traffic was re- . 
sponsible was apparently dictated by the peculiar circumstance that 
the only major function which had been centralized for all the 35 
plants was that of purchasing. It was logical, therefore, to attach the 
new centralized function of traffic management to the one purchasing 
executive, although the action appears to have had a note of ex- 
pediency as well as of logic. 


January, 1927 W. J.C. 


TRAYTON Company! 
MANUFACTURER—COTTON GOODS 


Purcuasinc—Awarding Contracts to Suppliers. A company manufacturing 
cotton goods required about 2,500,000 pounds of caustic soda annually 
for the operation of its bleaching and dyeing plant. It was the policy 
of the company each year to make contracts with at least two suppliers 
of caustic soda, dividing actual purchases equally between them, in order 
to maintain the goodwill of more than one manufacturer, to secure 
competition for orders, and to protect the company in case of fires or 
strikes in the plant of either supplier. Early in 1924, because the com- 
pany’s plant was operating at 60% of capacity and because general busi- 
ness conditions seemed to point to a dull season in the textile industry, 
the company awarded a single contract for the year, to the lowest bidder. 


(1924) 


The Trayton Company, which manufactured cotton goods, 
operated a bleaching and dyeing plant in Rhode Island. About 
2,500,000 pounds of caustic soda were required annually to mer- 
cerize and bleach its products. For four years prior to 1923, con- 
tracts had been made with suppliers of caustic soda in October 
of each year, to go into effect on January 1 of the next year. In 
these contracts the supplier guaranteed to fill any orders which 
the Trayton Company might place, up to a certain quantity, at 
a definite price. During this period the Karmac Paper Company? 
and the Tyson Company’ had been awarded the contracts each 
year. Purchases had been divided about equally between them. 
On November 1, 1923, the purchasing agent of the Trayton 
Company secured quotations from several sources of supply. 
Because of the depressed condition of the textile industry, he 
was uncertain whether to award contracts to more than one sup- 
plier, and with what company or companies such contracts should 
be arranged. 

The price of caustic soda varied in direct proportion to the 
percentage of sodium oxide content. Two methods were used in 
quoting prices on caustic soda; one was the New York and Liver- 
pool standard and the other was the actual standard. The differ- 
ence between the two bases was due to a change in the table of 
atomic weights; caustic soda containing 76% of sodium oxide 
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by the New York and Liverpool standard actually contained 74% 
of sodium oxide. 

The Tyson Company was a standard brand manufacturer, of 
which there were six in the United States. This group included 
only those companies which did not manufacture caustic soda 
as a by-product and whose products each of the companies recog- 
nized as comparable in quality. The prices of the six standard 
brand manufacturers always were identical, and each of them 
agreed with purchasers to meet reductions in price by any other 
standard brand manufacturer. All the standard brand manufac- 
turers were located at least 200 miles from the plant of the Tray- 
ton Company. The Tyson Company, which was the farthest 
away, was located 400 miles from the Trayton Company. The 
Karmac Paper Company, which manufactured caustic soda as a 
by-product, was located in New England, only 100 miles distant 
from the Trayton Company. 

On November 1, 1923, all the standard brand manufacturers 
of caustic soda quoted a price of $3.38 per 100 pounds delivered. 
The Karmac Paper Company quoted $3.21 per 100 pounds deliv- 
ered. Bids were not requested from two other paper manufac- 
turing companies in New England which operated plants for the 
manufacture of caustic soda, because the total output of each was 
estimated at approximately 25% of the Trayton Company’s 
annual requirements. Both of these companies and the Karmac 
Paper Company manufactured caustic soda by the electrolytic 
process, while the standard brand manufacturers used either the 
Solvay or the Le Blanc process. Manufacturers who used the 
electrolytic process were unable to manufacture caustic soda to 
meet the 76% actual standard. Inasmuch as caustic soda with a 
76% content of sodium oxide by the New York and Liverpool 
standard satisfied the Trayton Company’s requirements, however, 
quotations from both the standard and nonstandard brand manu- 
facturers were secured on 76% caustic soda, New York and 
Liverpool standard. 

Each of the standard brand manufacturers had a capacity pro- 
duction sufficient to warrant awarding the total contract to any 
one of them. The Karmac Paper Company had an estimated 
, maximum production of 15,000,000 pounds per year and an esti- 
mated actual production of 10,000,000 pounds per year. The 
purchasing agent of the Trayton Company was unable to obtain 
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information on the quantity of caustic soda used by the Karmac 
Paper Company in its own mills. 

Since caustic soda was a by-product of the Karmac Paper 
Company, its quoted prices usually had been less than those of 
the standard brand manufacturers prior to 1924. Of the standard 
brand manufacturers the Tyson Company would receive pref- 
erence because of the established relationship. Although the 
Tyson Company and the Karmac Paper Company had been re- 
quired to deliver caustic soda with an actual content of only 74%, 
the average content during the three years prior to 1923 had been 
about 75%. Caustic soda was shipped in galvanized iron drums. 
The drums furnished by the Tyson Company were of slightly 
higher quality than those furnished by the Karmac Paper Com- 
pany. This fact, however, was not a sufficient reason to favor 
the Tyson Company unless other conditions were equal. 

The Trayton Company ordinarily maintained stocks of caustic 
soda sufficient to fill its requirements for one month. During the 
winter, stocks were increased to two months’ supply, to avoid 
shortages resulting from delays in shipping. Orders for biweekly 
shipments of one or two carloads were placed for periods of four 
or five weeks. Each carload contained about 80,000 pounds. 
The Karmac Paper Company was able to furnish delivery within 
two days, while the Tyson Company, because of greater distance, 
required one week. In other forms of service the two companies 
were equal. 

In November, 1923, the mills of the Trayton Company were 
operating at only 60% capacity, while officials of the company 
informed the purchasing agent that other mills were operating 
at even lower percentages. General business conditions seemed 
to indicate a dull season in the textile industry for at least the 
first half of 1924. Because of this situation, the purchasing agent 
delayed awarding contracts, with the hope of securing a reduction 
in price on caustic soda. While waiting for the Tyson Company 
to reduce its price below $3.38 per 100 pounds, he procured the 
company’s current requirements from a small New England 
manufacturer, through a selling agent, at $3.12 per roo pounds. 
In January, 1924, the Tyson Company, in order not to lose the 
contract for that year, reduced its price to $3.12 per 100 pounds. 

In previous years the purchasing agent always had awarded at 
least two contracts, dividing actual purchases equally between 
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the two companies. The purpose of this practice was not only 
to maintain the goodwill of more than one manufacturer and to 
secure competition for orders, but to protect the company in case 
of fire or strikes in either of the suppliers’ plants. Caustic soda 
was an essential supply, without which the company could not 
operate. Although indications pointed to a dull season in textiles 
during the first half of 1924, it was impossible to forecast the 
demand for the second half year. It was practically impossible 
to purchase caustic soda on the spot market in full carload quan- 
tities. 

In February, 1924, in spite of the risk involved, the purchasing 
agent of the Trayton Company decided to award only one con- 
tract for 1924. This was given to the Tyson Company on account 
of its lower quoted price; the Trayton Company agreed that its 
requirements from that source would not exceed 2,000,000 
pounds. Actual purchases in 1924 from the Tyson Company 
amounted to only 60% of requirements. The other 40% was 
purchased, through local selling agents, from New England plants 
which manufactured caustic soda as a by-product; the prices of 
these plants were slightly less than $3.12 per 100 pounds, 


CoMMENTARY: The decision to award only one contract for the 
1924 requirements of caustic soda appears to have been justifiable 
under the existing conditions. In view of the close relationship which, 
it may be inferred from the case, existed between the standard brand 
manufacturers, the Trayton Company reasonably could expect that one 
or more of those producers would take over the Tyson Company’s con- 
tract in the event of manufacturing difficulties at the latter’s plant. A 
contract without definite agreement as to amount purchased was an- 
other condition favorable to the decision. 

Before making a contract with the Tyson Company, the Trayton 
Company would have done well to learn whether the paper industry 
usually entered a period of depressed business conditions somewhat 
later than the textile industry. Such information would have afforded 
the Trayton Company a basis for deciding whether or not it could 
place greater dependence upon the paper manufacturers for a part of 
its requirements than ordinarily would be possible in other industries. 

In the award of contract to one source of supply, the fact that the 
Tyson Company, a standard brand manufacturer, was able to meet the 
lower price made it the logical source with which to contract. Past 
relationships were maintained. As a source of supplies, the Tyson Com- 
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pany was preferable to the companies manufacturing caustic soda as 
a by-product only. 

The presence of conditions particularly favorable to the situation 
would not allow too great emphasis to be placed upon the decision as 
a precedent in determining future purchasing policy. 


May, 1926 Hore. 


RUBBERWEBB MANUFACTURING CoMPANY! 
MANUFACTURER—RUBBER PRODUCTS 


PuRCHASING—Control of, in Manufacturing Company. Purchases of rubber, 
cotton, and coal by a company manufacturing rubber belting, garden 
hose, and other rubber products, were partly for production purposes 
and partly speculative; as to the latter, the company either bought and 
sold contracts, or contracted for future delivery and resold materials 
upon receipt. Purchases had been in charge of the treasurer of the com- 
pany, but, upon a reorganization, a new purchasing agent proposed that 
the purchasing department should function under the merchandise man- 
ager, who had the position usually called general manager, instead of 
under the treasurer. 


(1923) 

In June, 1923, a new purchasing agent was appointed by the 
president of the Rubberwebb Manufacturing Company, which 
produced rubber belting, garden hose, floor coverings, and other 
rubber merchandise. The company was in the process of re- 
organization, and the new purchasing agent believed that he could 
manage the purchasing department in such a way that it would 
function under the merchandise manager, instead of under the 
treasurer as in the past. 

At that time, the organization chart of the company was as 
shown in Exhibit 1. 

The merchandise manager had the position usually called gen- 
eral manager. He was in charge of the plant, which was located 
in Jersey City, and also of the sales office and sales personnel 
at the general offices in New York. His responsibilities included 
the supervision of production and the determination of the poli- 
cies pertaining thereto, such as the lines to be manufactured and 
the volume of output. He also directed distribution, which in- 
cluded advertising. The storeroom was under his control at the 
Jersey City plant. The treasurer had charge of finances, collec- 
tions, and payments; of the clerical force at the New York office; 
and of purchasing, both of office supplies and of raw materials 
and supplies for production. Prior to June, 1923, purchases had 
been made by the comptroller, who also had charge of the general 
office, with the exception of the sales personnel. 
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PRESIDENT 


TREASURER MERCHANDISE MANAGER 


PURCHASING COMPTROLLER SALES FACTORY 
AGENT AND MANAGER SUPERINTENDENT 
OFFICE MANAGER 





Exhibit1: Organization chart of Rubberwebb Manufacturing Company, January, 1923. 


Annual purchases of materials consisted of $450,000 of rubber, 
$300,000 of duck, 2,000 tons of coal, and miscellaneous items, 
making a total of $1,200,000 each year. Approximately 15% of 
all sales were for delivery on contract for a year, and the com- 
pany bought on contract the materials required to fill these or- 
ders. The new purchasing agent received from his predecessor 
several contracts for six months’ supply of materials of different 
kinds. He had to dispose of many materials and contracts at a 
loss, because the manufacture of the goods for which the materials 
were intended had been discontinued. The output was seasonal 
for different lines. 

In the summer and fall of 1923, important manufacturers who 
had refrained from making customary purchases of rubber for a 
protracted period might at any time reenter the market. If they 
did so, prices would be raised. The Stevenson Act of the British 
Parliament, which limited the quantity of rubber produced and 
guaranteed prices to plantation owners, had meant valorization 
of plantation rubber. The price of rubber was influenced both 
by international market and political conditions and by such 
comparatively unimportant factors as the failure of a rubber dis- 
tributor in Singapore. Rubber offered, therefore, an opportunity 
for speculation. 

The company had taken advantage of this situation in the past 
and had made speculative purchases of rubber either by buying 
and selling contracts, or by contracting for future delivery and 
reselling materials upon receipt. This policy usually applied 
only to qualities of rubber that might be used in production, but 
occasionally, when prices were unusually low, qualities which 
could not be used by the company were purchased for resale. 


RUBBERWEBB MANUFACTURING COMPANY 305 


Just prior to the appointment of the new purchasing agent, such 
a purchase of rubber had been made. Prices had dropped rapidly 
after the purchase; the material was sold, therefore, at a decided 
loss. 

Cotton also presented the possibility of speculation. In 1923 
it offered an opportunity either for speculation or for routine pur- 
chasing on the basis of lower price. The policy of the Rubber- 
webb Manufacturing Company had been to buy a year’s supply 
of cotton in the bale and to have it spun, woven, and finished as 
required. 

The new purchasing agent found that the treasurer’s office 
did not have adequate records of past production, a suitable 
means of comparing them with current production records, or a 
satisfactory perpetual inventory. He therefore drew up a per- 
petual inventory system for the storeroom and charted previous 
sales, purchases, and production, for his use in placing current 
orders. He also determined a minimum for each material; when 
the quantity in stock reached that point, a purchase of the com- 
modity was made. These minimums were based on plant ex- 
perience and on current knowledge of the time required for de- 
liveries. Estimates made by the management as to the minimum 
quantities required were modified by the judgment of the pur- 
chasing agent. He also arranged that all customers’ orders be 
reviewed by him before being sent to the factory. 

The new purchasing agent previously had had executive ex- 
perience in production. In his opinion, there should be a con- 
tinuous flow of materials into the storeroom from the sources of 
supply, in order that there might be an uninterrupted flow of 
materials from the storeroom to the production department. He 
believed the purchasing agent should be responsible for main- 
taining an adequate supply of satisfactory materials purchased 
at the lowest prices obtainable, including interest charges on 
material inventory. 

In 1923 the market in other lines than cotton and rubber was 
a buyer’s market; routine purchasing was advisable. After a 
few months the purchasing agent had learned where to make the 
most advantageous purchases by comparison of prices, quality of 
materials, and frequency and promptness of delivery. His cur- 
rent knowledge of these factors in purchasing and his previous 
experience in production, he believed, made him the logical au- 
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thority on where and what to purchase and how much to pay. 
The remaining factors of when and how much to buy, the pur- 
chasing agent believed should be subject to question or control 
by either the treasurer or the merchandise manager of the com- 
pany. 

The treasurer could not be expected to follow routine produc- 
tion and operating statistics. He knew financial conditions, how- 
ever, and had to plan his financial policy to meet commitments 
for materials bought. Under the company’s speculation policy, 
the treasurer’s knowledge of financial requirements made him 
best able to determine when to speculate and to what extent. 

The merchandise manager, on the other hand, could not be 
expected to follow financial conditions so closely as did the treas- 
urer. Primarily the merchandise manager had control of pro- 
duction rather than of speculation. However, he had to provide 
and supervise warehousing facilities for materials. He, more- 
over, decided such questions of policy as the addition or discon- 
tinuance of lines, and thereby controlled quality and volume of 
materials. He was interested mainly in keeping stocks in the 
warehouse low, and, although the perpetual inventory installed 
by the purchasing agent made possible supervision by the treas- 
ury department, the storerooms from which withdrawals were 
made were in Jersey City under the direction of the merchandise 
manager. 

The new purchasing agent believed that purchasing should be 
controlled by the merchandise manager. He, therefore, through 
current conferences and his ability to justify his policies, ar- 
ranged that the purchasing department should function under the 
latter officer. 

It was possible, however, that other officials of the company 
would refuse to recognize the new organization of the purchasing 
department. 


ComMMENTARY: An analysis of the operating conditions and the or- 
ganization structure of the Rubberwebb Manufacturing Company indi- 
cates that the purchasing agent’s decision to place the purchasing de- 
partment under the control of the merchandise manager was sound. 
With greater knowledge of the situation, however, the limitations im- 
posed by the capacities and desires of the available personnel might 
well lead to other decisions equally justifiable. 
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A distinction between the manufacture of rubber merchandise for 
sale, a prime function of the business, and the speculative purchasing 
of rubber for resale was significant in the reorganization. The latter 
was properly an investment activity and might be disregarded in the 
plan of operating organization. 

Two phases of purchasing were involved. Rubber, duck, and, to a 
certain degree, coal, are materials of sufficiently wide price fluctuations 
to make speculative purchasing, which takes advantage of market con- 
ditions, necessary if manufacturing losses are to be avoided. The pro- 
curement of other materials and supplies constitutes what is known as 
routine purchasing. 

Speculative purchasing requires a knowledge of market conditions 
and price trends, and also of the financial position of the company. 
While the treasurer is the source of knowledge with respect to the 
financial condition of the company, it does not necessarily follow that 
speculative purchasing would require the purchasing department to be 
placed under his control. The impulse to buy, or the determination 
of when and how much to buy, originates in the purchasing depart- 
ment, and the function of the treasurer is in the nature of a check 
rather than a spur to speculation. Constant supervision of purchasing 
activities by the treasurer is unnecessary. 

Routine purchasing involves a close working relationship between 
the production and purchasing departments in the determination of 
what, when, and how much to buy. An intimate knowledge of pro- 
duction methods and policies enables the purchasing agent to buy more 
wisely. This is particularly true when the quality of the material is 
not readily reduced to written specifications, and opportunities for 
substitution are present. With adequate production and inventory 
records, however, information as to when and how much to buy is 
readily available, regardless of the status of the purchasing agent in the 
organization. 

While the foregoing analysis points toward the desirability of placing 
the purchasing agent of this company under the merchandise manager, 
the decision would rest upon the personalities involved. The purchas- 
ing department could function, it is believed, about as effectively were 
it under the control of the treasurer, the merchandise manager, or the 
president. The volume of purchases, the speculative risk, and the fact 
that losses had resulted in the past from the placing of unfavorable 
contracts may be mentioned as justifying direct responsibility to the 
president. 

Two aspects of the problem, less closely related to the determination 
of status, appear worthy of comment. The opinion of the new purchas- 
ing agent with respect to the purchasing function would indicate a 
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greater emphasis upon the routine of purchasing than might be advis- 
able for the type of manufacture carried on. The wisdom of dele- 
gating to the new purchasing agent the responsibility of determining 
his own status also may be questioned. 


February, 1927 AT: 


Cyrus & Company! 
MANUFACTURER—RUBBER PRODUCTS 


Hirinc—Displacement of Foremen by College Graduates. A company which 
manufactured rubber products, employing 340 non-union workmen and 
12 foremen, installed a centralized production control system and set 
standards for the quality and quantity of output. The foremen, who had 
entered the company’s employ as operators, were of middle age or of 
advanced years; they had become fixed in their ideas and methods and 
controlled their departments largely in accordance with their own ideas. 
When operations were being standardized, the company found difficulty 
in obtaining the support of the foremen, who disliked the new system, 
under which their duties were less executive and more clerical. The 
company decided, therefore, to employ young college graduates in its 
laboratory to study the new system; in three years they were to dis- 
place the foremen previously employed, in the expectation that they 
would cooperate fully in the new program. 


Hirinc—Method of Displacing Foremen by College Graduates. A company 
manufacturing rubber products installed a centralized production control 
system and set standards for the quality and quantity of output. In 
order to obtain better cooperation in the operation of the new system, 
the company planned to displace its 12 foremen, all of whom had pre- 
viously been operators in the factory and were of middle age or of ad- 
vanced years, by young college graduates. To check possible objections 
by employees to being supervised by men who never had served as op- 
erators, the company decided to prevent the employees from realizing 
the exact nature of the change by introducing the new system gradually 
and by making no statement of the policy of training none but college 
men for foremen’s positions, either to men already employed or to those 
who applied for positions. 


DiscHARGE—Displacement of Foremen by College Graduates. A company 
which manufactured rubber products had decided to replace its 12 fore- 
men, all of whom were of middle age or of advanced years and had 
served previously as operators, by young college graduates, whose co- 
operation in the standardization of operations, it was believed, would be 
greater than was shown by the foremen then employed. The company 
had no positions to offer the foremen which would give them the com- 
pensation then received, and if they were retained in the employ of the 
company they probably would arouse dissatisfaction among the em- 
ployees. The company decided, therefore, to discharge them, but only 
one at a time, at infrequent intervals, in order to minimize the likeli- 
hood of ill feeling. 

(1923) 
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In 1923, Cyrus & Company decided to install a centralized 
production control system and to set standards for the quality 
and quantity of output. At the same time, the company decided 
to train only college graduates for positions as foremen. When 
steps were taken to introduce this plan into the factory, the com- 
pany had to determine whether employees and applicants for 
jobs should be informed of the new policy, and whether the men 
then employed as foremen, none of whom were college graduates, 
should be discharged. 

Cyrus & Company had entered the rubber industry in 1890. 
The company manufactured rubber heels, adhesive and friction 
tapes, sundry rubber goods, and rubber-proofed fabrics. In 
1920 the company had established a laboratory for experimenta- 
tion with production methods and standards. From 1920 to 
1923, seven college graduates had been employed in the labora- 
tory. Five of them had been discharged because they were in- 
capable or failed to display interest in their work, one had left 
to accept another position, and one had remained with the com- 
pany and was a Satisfactory employee. 

In 1923 the company had 340 non-union workmen and 12 
foremen. The foremen had not attended college. They had 
entered the company’s employ as operators. After promotion, 
they controlled their departments very largely in accordance 
with their own ideas, subject to the approval of the superinten- 
dent and the factory manager. The foremen’s principal tasks 
were to direct and instruct the employees under their supervision 
and to set the time in which the various operations should be 
performed. They also inspected the finished products and deter- 
mined the routing of materials through their departments. The 
foremen were of middle age or of advanced years, had become 
fixed in their ideas and methods, and disliked clerical duties. 
They often failed to fill out completely the required forms and 
reports. 

The company planned to employ additional college graduates 
in the laboratory to study the new system of control. They were 
to be instructed in the methods used in each department, and 
after three years were to displace the foremen previously em- 
ployed. The latter were being paid $50 a week. At first, college 
men employed in the laboratory would receive approximately $25 
a week. This wage was to be increased to $35 and then to $40 
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in the course of three years. At the end of that time, these men 
were to be made foremen and paid from $40 to $45 a week. 
After two years, this salary was to be increased to $50 or $55. 
Men who showed unusual ability were to be advanced to better 
positions, while the others were to remain departmental foremen. 

The plan of control which the company was putting into effect 
provided that standard methods and standard times be estab- 
lished for the performance of each operation. The foremen were 
to supervise the workers, check actual production with the estab- 
lished standards, and record orders and the operations performed. 
When operations were being standardized, the company found 
difficulty in obtaining the support of the foremen. They disliked 
the new system, under which their duties were less executive and 
more clerical. The company expected that if young college 
graduates were employed as foremen, they would cooperate fully 
in the program of centralized control and standardization. How- 
ever, although the factory manager believed that employees 
respected education, he realized that they might object to being 
under the supervision of men who never had served as operators. 

One of the executives pointed out that if the company ex- 
plained to its employees that it intended to displace the existing 
foremen with college graduates, the employees would realize that 
they no longer had an opportunity to become foremen. Highly 
skilled operators, he said, might be dissuaded from entering the 
company’s employ, and operators already employed might seek 
positions with other companies. 

The factory manager did not believe that these arguments 
were sound. Few employees had an opportunity to become fore- 
men in any event. Moreover, if any of the workers proved to 
have exceptional ability, it still was possible to train them in the 
laboratory. 

In order that the employees might not realize the exact nature 
of the change, the company decided to introduce the new system 
gradually, and to make no statement of the policy of training 
none but college men for foremen’s positions either to the men al- 
ready employed or to those who applied for positions. 

The company did not wish to discharge the foremen. They 
were valuable employees, who had been with the company for at 
least five years. If they were retained, however, difficulty in 
establishing the plan of control was unavoidable. The company 
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had no positions to offer the foremen which would give them the 
compensation they received as foremen. Jobs were available in 
the factory, but the weekly wages for them were $30 or less. The 
factory manager was of the opinion that two or three of the older 
foremen might accept such positions and not create discontent 
in the working force. He did not believe this to be true of the 
other foremen. He was convinced that if they were retained in 
the employ of the company they would arouse dissatisfaction 
among the other employees. 

The company decided to discharge the foremen one at a time, 
at infrequent intervals, in order to minimize the likelihood of ill 
feeling. The factory manager was convinced that the workmen’s 
regard for education would make them understand that the col- 
lege graduates who replaced the discharged foremen were better 
equipped for the position than were those men. He regretted 
the necessity of the step, but believed that no other policy would 
be satisfactory. 


CoMMENTARY: The striking feature of this case is the naive faith 
of the company in “college graduates,” especially in view of its pre- 
vious experience. That all the college men accepted for training would 
become superior to the best of the experienced foremen is doubtful, 
particularly if we consider the possible moral effects of partial replace- 
ments on the remaining foremen. 

A part of the company’s present difficulty was due to its past policy 
of promotion, which was as extreme in one direction as the new policy 
was in the other. The previous policy rested on the fallacious assump- 
tion that the best workmen make the best foremen. It failed to recog- 
nize the alternative inducement of higher wages even to a total greater 
than that paid to foremen.* The demoralizing effects of demotion can 
largely be obviated by temporary, experimental promotions. 

Although this analysis could have guided the company in its future 
policies, it would not have helped the company out of its existing 
predicament. However the situation had come about, clearly those 
incapable foremen who were unwilling to become operators at a rela- 
tively high wage would have to be discharged. The company owed 
enough to faithful service, however, to reduce the number of discharges 





2 See Redmond Company, 4 H.B.R. 253, for a case in which at least a temporary 
higher wage rate was justifiable. See also Tareyton Milling Company, 1 H.B.R. 
207, commentary, 2 H.B.R. 454, and Tioga Steel Corporation, 4 H.B.R. 56, for 
cases in which the failure to make similar wage accommodations seriously inter- 
fered with the efficient operation of a plant. 
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to a minimum; not all the foremen should have been penalized for 
the company’s mistakes. 

There was no occasion for making a general announcement of the 
new policy to the workmen. The force of circumstances would un- 
doubtedly modify the policy anyway, and the operators could draw 
their own conclusions as the practical developments of the policy 
became manifest. 


October, 1927 Coke 


Aston Company! 
MANUFACTURER—POWER MACHINERY 


PurcHasinc—Reciprocity between Manufacturer and Customer. ‘The pur- 
chasing policy of a company manufacturing power machinery and equip- 
ment was to accept the lowest bid when equally satisfactory quality and 
service were offered by several bidders. When several bids were alike as 
to all three factors, the company gave preference to its customers. On 
a purchase of coal, the company received from a customer a bid slightly 
higher than that of the lowest bidder, who was not a customer. The 
company decided, as a matter of sales policy, to accept the customer’s 
bid and to take similar action in other cases when it appeared financially 
advisable. It was estimated that this policy of “reciprocity in trade” 
would affect 10% of the annual purchases. 


(1919) 


The Aston Company manufactured power machinery and 
equipment. The company distributed its products throughout 
the United States, and had annual sales of approximately $38,- 
000,000. Each year the company made nearly 4,000 purchases 
of materials, valued at about $13,000,000. In considering bids 
which it received, the company stressed price, quality, and serv- 
ice. More than 2,000 vendors were included in the company’s 
list. Among these firms were many which used the products 
of the Aston Company. When equally satisfactory quality and 
service were offered by several vendors, the company accepted 
the lowest bid. When several bids were received alike as to all 
three factors, the company gave preference to users of its ma- 
chinery. 

In the spring of 1919, on a purchase of coal the company 
received a bid from one of its customers, Storyton Brothers.1 
The price offered by this firm was slightly higher than the price 
offered by the lowest bidder, a firm which was not a customer 
of the Aston Company. Both these firms submitting bids were 
able to furnish satisfactory service and quality. 

A representative of the sales department of the Aston Com- 
pany believed that the company should accept the offer of Story- 
ton Brothers. He pointed out that Storyton Brothers had bought 
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machinery from the Aston Company for many years and stated 
that it was desirable sales policy to accept the customer’s bid, 
even though a lower price had been offered, since to do so would 
encourage Storyton Brothers to continue purchasing from the 
company. 

The purchasing agent replied that although acceptance of 
Storyton Brothers’ bid might be good sales policy, the function 
of his department was to obtain the necessary materials at the 
lowest prices consistent with satisfactory service and quality. 
It was inadvisable, he said, to charge the manufacturing depart- 
ment at other than the lowest prices obtainable. 

The representative of the sales department suggested that the 
difference in cost between the lowest bid and that of Storyton 
Brothers should be regarded as a selling expense to be absorbed 
by the sales department. When asked whether he desired the 
company to develop a policy of “reciprocity in trade” and to have 
his department absorb all such extra costs, he replied that he be- 
lieved such a policy was sound and ultimately would benefit the 
company if applied conservatively. 

The purchasing agent contended that if the company made a 
practice of accepting other than the lowest satisfactory bid, manu- 
facturers who had no occasion, or infrequent occasion, to buy 
Aston products would refuse to bid, believing that no matter 
how low their prices were they would be unlikely to obtain con- 
tracts. He remarked that if this policy of giving preference to 
customers could be expected to increase the company’s sales to 
existing customers, it also could be expected to close channels 
through which new customers might be attracted. Competitors 
of the Aston Company, furthermore, might regard the policy as 
a subterfuge by which the company was able to give rebates to 
customers. The extra cost, even though absorbed by the selling 
department, eventually would have to be distributed to the 
products, together with all other selling expense. Either a reduc- 
tion in net profits or an increase in prices would have to follow 
the adoption of the policy. 

The representative of the sales department agreed that the 
policy, if adopted, should be applied with moderation. Since the 
practice of the Aston Company was to charge all finished prod- 
ucts to the sales department at manufacturing cost, all profits 
were shown in the accounts of the sales department. That de- 
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partment, therefore, was in a position to judge whether sales to 
a customer had been sufficiently profitable to warrant the accep- 
tance of his bid in case it was not the lowest. 

The Aston Company decided to accept the bid of Storyton 
Brothers, and to take similar action in other cases when it ap- 
peared financially advisable. The company estimated that this 
policy would affect 10% of its annual purchases. 


ComMENTARY: ‘The chief consideration in a purchasing policy is 
the securing of a dependable supply. A small price disadvantage 
should not weigh against this,? although a considerable differential, as, 
for example, in the deceptive form of “purchasing from customers,” 
might jeopardize a company’s prosperity. The “slightly higher” price 
of Storyton Brothers would seem to be of the former type, especially 
if a considerable percentage of profitable sales were involved. 

The suggestion of the sales manager, that his department assume 
the difference in price as selling expense, was misleading and should 
not have been followed. Simplicity, a basic consideration in ac- 
counting, would warrant charging the whole cost to the purchasing 
department. This method would indicate to the purchasing agent the 
need of integrating his policies with those of the company as a whole. 
Furthermore, his interest in keeping down the costs of his department 
could be relied upon to raise an alarm whenever the price differential 
assumed a relatively dangerous size. 


October, 1927 Cory 





2 See Albertson Company, 3 H.B.R. 382. 
3 See Herkimer Steel Company, 3 H.B.R. 360. 


Cook CoLLar Company! 
MANUFACTURER—COLLARS 


Sates Unit—Increasing Sales Volume by Packing Merchandise in Groups 
of Three. A company manufacturing semi-soft collars, which retailed 
at 35 cents each or 3 for $1, packed them in boxes of one dozen. In 
order to increase sales, the company decided to pack its collars in card- 
board packets containing three collars each. Although the company 
realized that retailers, if they were forced to break many packets to 
satisfy customers who wanted fewer than three collars, might become 
dissatisfied and refuse to order from the company, it believed that the 
new method of packing would induce consumers to increase the amount 
of their purchases. 

(1924) 


Early in 1924, the Cook Collar Company believed that it might 
be able to increase sales of the four styles of semi-soft collars 
which it manufactured by packing them in cardboard packets 
containing three collars each. In addition to the semi-soft col- 
lars, the company manufactured a variety of shirts and stiff col- 
lars. It sold the collars directly to retailers through eight sales 
branches, which carried complete stocks. Both the stiff and the 
semi-soft collars were packed in boxes of one dozen. Each semi- 
soft collar was enclosed in an unsealed paper envelope. The 
minimum order which the company accepted from retailers was 
for one dozen collars. The retail selling price of the semi-soft 
collars was 35 cents each or three for $1. 

The cardboard packet which the company contemplated using 
for the semi-soft collars was 10% inches long, 3 inches wide, and 
Y% inch thick, and had a sliding tray which could be pushed out 
from the cover when the collars were to be removed. The packet 
was sealed by a paper tab, pasted over one end, on which was 
printed the brand name and the size of the collars contained. 
Orange, green, and black colors were used in the printing on the 
packet, and a picture of the collar with its brand name was shown 
onthe top. The space occupied by four packets was 60% of that 
required by the pasteboard box containing one dozen collars. The — 
paper envelope formerly used for each collar would be discon- 
tinued if the proposed packet were adopted. 


1 Fictitious name. 
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One of the principal merits of the packet was its usefulness in 
the display cabinets with which the company supplied the re- 
tailers. The company had devised these cabinets in order to 
increase the sale of semi-soft collars. The cabinets, which were 
placed on the top of retailers’ counters, allowed display of the 
four styles in glass cases and provided space for stocks of the 
collars. In this way, Cook collars were brought to the attention 
of customers, and the retailers’ supplies were conveniently placed. 
The reduction in space allowed by the proposed packets would 
make it possible for retailers to keep complete stocks of all sizes 
and styles of the collars in the cabinets. The company believed 
this provision essential to the success of the cabinet scheme. 

It was likely that the adoption of the proposed plan of packing 
would increase sales. If three collars were contained in one pack- 
age, consumers would be more likely to take advantage of the 
saving in price which could be obtained by the purchase of three 
than they were when each was wrapped separately. The com- 
pany believed that a customer often bought only one collar when 
he needed several and that if a customer had several new collars 
on hand, he would discard the old ones more readily than he 
would otherwise. If a purchaser refused the packet and insisted 
on securing a single collar, the retailer could break the package 
and enclose the collar in an envelope. A supply of envelopes was 
to be kept in the cabinet. 

Under the proposed method of packing, the company could 
supply retailers, if necessary, with the various sizes and styles 
of collars in quantities of three instead of only in packages of 
twelve. Since retailers did not always require a dozen collars in 
each size, the proposed plan would enable many of them to reduce 
their inventories and still stock a complete assortment; this, of 
course, would result in higher rates of stock-turn. The packet, 
furthermore, had an advertising value, serving to bring the name 
of the company and the brand of the collar to the attention of 
the purchaser. The company’s name and the brand did not ap- 
pear on the envelopes which were in use. The convenience of the 
packet and the cleanliness of the collars sealed in it could be 
featured in the company’s advertising. 

The company made no estimate of the increase in percentage 
of sales expense which was likely to result from the adoption of 
the plan. Since retailers could place orders for one-quarter dozen 
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instead of one dozen, the amount of the average order was likely 
to decrease, while the total expense for delivery, billing, and 
charging would remain the same. The company did not know 
how large a proportion of consumers usually purchased three 
collars at a time. Efforts of retailers to induce customers to 
purchase three collars instead of one might lead to antagonism 
toward the brand and to diversion of patronage to other brands 
not packed in that way. If a majority of buyers insisted on 
purchasing a single collar, the retailers’ stocks would be dis- 
organized because of the number of broken packets. This might 
arouse the dissatisfaction of retailers and lead them to discontinue 
buying Cook collars. The company believed that this possibility 
was the principal risk involved in the adoption of the plan. 

If the proposed change should be put into effect, initial extra 
cost for equipment and labor would be incurred. The company 
expected, however, that after the new method had been in oper- 
ation a short time, the total cost for packing would be approxi- 
mately equal to the existing costs. The difference in the prices 
of materials required for the two methods of packing was slight; 
the pasteboard box in which a dozen collars were packed required 
more manufacturing processes than did a cardboard carton for 
three collars. The Cook Collar Company decided to adopt the 
proposed change in the method of packing semi-soft collars. 


ComMMENTARY: The decision of the Cook Collar Company to adopt 
the proposed change in the method of packing semi-soft collars is to 
be fully commended only provided that the buying habits of purchasers 
were such as to call for purchase in groups of three, or that their buying 
habits could be changed with reasonable effort to conform with that 
requirement. On the assumption that this was the case, there were 
undoubtedly important economies, both for the retailer and for the 
manufacturer, to be obtained by this method of packing. As a general 
principle, the lots of goods sold to consumers should be small enough 
not to overload them, but still large enough to keep to a minimum the 
number of transactions required to supply consumers’ wants. If a 
packet of three induced purchase in lots of three, when otherwise three 
purchases of one each would be customary, the increased cost of the 
packet would be more than offset by the decrease in the cost of selling. 
In so far as particular stores were able to sell more collars on this 
account, the Cook Collar Company would benefit because retailers’ 
purchases would be larger. 
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On the other hand, if consumers were not accustomed and could 
not be induced generally to purchase collars in lots of three, it might 
become necessary to break the majority of packages of three, and the 
benefit to the retailer would therefore tend to disappear. Moreover, 
in so far as danger of soiling was increased because collars were not 
wrapped separately, ill will might be developed. The objection that 
retailers might purchase only a quarter of a dozen instead of a dozen 
at a time is not important if purchases by consumers in lots of three 
could be brought about with reasonable effort. In its initial stages the 
plan should be considered tentative, attention being devoted to deter- 
mining whether or not the expectation that customers could be induced 
to buy three collars at a time could be realized. From the point of 
view of display, the new plan possessed certain advantages of impor- 
tance, because the new package could be given greater attractiveness 
than the old, and the facility with which it could be used in the display 
case was a factor which would offset, in part at least, the reluctance of 
some buyers to purchase a larger quantity. 


February, 1927 H. R. T. 


BELLVANISE CoMPpANy! 
DEPARTMENT STORE 


SALES PRoMOTION—Discontinuance of Store-wide Sales. A department store 
conducted several store-wide sales events each year for the purpose of 
maintaining a large volume of sales. A so-called M,M. sale, at which 
only specially purchased job lot merchandise was offered, was held 
monthly; an anniversary sale and a birthday sale were held once each 
year; two stock-taking sales were held annually; and in a majority of 
the departments weekly sales were held. In 1923 the executives of the 
store found that the volume of merchandise sold during the M.M. sales 
in 1922 had been 50% less than in previous years and that the store 
had sustained a loss of $50,000 on these sales. The executives decided 
to discontinue all store-wide sales except the two stock-taking sales and 
one annual sale, called the Merchandise Managers’ Boost Day, in which 
an attempt would be made to secure the largest volume of sales for 
the year. 

(1923) 

The department store of the Bellvanise Company occupied a 
corner location in the shopping district of an eastern city. Ap- 
proximately 80% of its sales, which amounted to $10,000,000 
annually, were made on a cash basis; trading stamps were given 
on all purchases. The style merchandise sold by the Bellvanise 
Company consisted primarily of goods that were in the later 
stages of the style cycle. 

In March, 1923, after investigating the expenses and profits 
during 1922 for a monthly store-wide sales event, known as the 
M.M.? sale, that had been featured by the Bellvanise Company 
for a period of years, executives of the company considered the 
advisability of discontinuing such sales. The M.M. sale had 
been held on the middle Wednesday of every month, except 
January and July, for so long a period that many executives 
looked upon it as an institution. Its value was brought into ques- 
tion, however, as the result of a decline in the sales made. In- 
stead of the usual increase of $10,000 over the normal daily sales 
of $30,000, the extra volume secured from these sales events in 


1922 averaged but $5,000. 
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Practically all the merchandise offered at the M.M. sales was 
specially purchased job lot merchandise; the regular merchandise 
in the store was not marked down for these sales. As contrasted 
with a regular mark-up of 35%, the maximum that a buyer was 
allowed to place on job lot merchandise purchased for an M.M. 
sale was 20%. A substantial proportion of the merchandise was 
sold at mark-ups ranging from 10% to 16%. For example, a 
piece of merchandise which the store bought for $1 for an M.M. 
sale would be sold at $1.11 or $1.19 rather than at the usual price 
of $1.55. The wages of extra salespeople for this event approxi- 
mated 2% of the sales made, and additional advertising amounted 
to 3% of the sales. Premiums paid to salespeople as an incentive 
for increasing volume amounted to 0.5% of sales. Returns of 
merchandise by customers commonly increased, as a result of 
an M.M. sale, from a normal of 3.5% to 5%. From 70% to 
80% of the merchandise placed on sale usually was sold; the re- 
mainder was marked up after the sale, to conform to the nearest 
price lines in the regular stocks of merchandise. 

The executives of the Bellvanise Company found that the loss 
on the M.M. sales for 1922 was $50,000. A record was kept of 
the merchandise placed on sale, and, by taking an inventory after 
the sale, the cost of the merchandise sold was determined. The 
gross margin was obtained by deducting the cost of merchandise 
sold from total net sales, and the net profit or loss was deter- 
mined by deducting from the gross margin all the expenses in- 
curred for the sale. The decline in the patronage of these sales 
was attributed to the inability of the buyers to procure, at suitable 
prices, a sufficient number of special lots of merchandise. Manu- 
facturers apparently had estimated the demand of retailers more 
accurately since 1920, with the result that special lots of such 
desirable merchandise as formerly had accumulated through over- 
production were becoming more difficult to procure. 

In addition to the M.M. sales, an anniversary sale, which com- 
memorated the founding of the store, was held for one week dur- 
ing March of each year. A birthday sale in the fall and a stock- 
taking sale in January and July of each year also were held in 
all departments. The merchandise placed on sale for those events 
was from the regular stocks, and a mark-up of 20% was used, 
instead of the normal mark-up of 3 5%. In addition, a sale con- 
sidered as store-wide was held for 7 5% to 80% of the depart- 
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ments every week. As for the stock-taking, birthday, and anni- 
versary sales, no special merchandise was purchased, and the 
same mark-up was used as in the case of those sales. No extra 
salespeople were hired for any of these events, but extra adver- 
tising amounted to 0.5% of the sales made. An increase of from 
$2,000 to $3,000 over the normal daily sales volume was obtained 
on the day of the weekly sale. Since no investigation had been 
made of any of these sales, other than the M.M. sale, it was not 
known whether or not they were profitable. 

Store-wide special sales were regarded by the buyers of the 
Bellvanise Company as necessary to the maintenance of a large 
volume of sales. The buyers, as well as some of the store exec- 
utives, favored the retention of the existing policy of holding 
store-wide sales, because the growth of the store in the past was 
attributed to that policy. They were of the opinion that, al- 
though the mark-up on merchandise sold during a sale was low, 
the large volume compensated for the low margin, and, further- 
more, that many of the people attracted to a special sales event 
came again to purchase the regular merchandise. 

The executives of the Bellvanise Company decided, however, 
to discontinue all but three store-wide sales. One of these was to 
be known as the Merchandise Managers’ Boost Day, in which an 
attempt would be made to secure the largest volume of sales for 
the year. Two stock-taking sales were to be held in January 
and July, as in the past. Sales might still be held on occasion by 
the individual departments, but not in more than one or two 
departments at a time. 

In 1923, instead of a decrease, sales showed a normal increase. 
In comparison with a normal sales volume of $30,000, the total 
of $185,000 was reached on the Merchandise Managers’ Boost 
Day. As a result of the increased mark-up secured on the mer- 
chandise sold, the store made a larger percentage of net profit 
than in 1922. 


ComMENTaRY: So-called special sales events in department stores 
may be classified into store-wide sales events, in which all departments 
are simultaneously concerned, and special departmental sales events, 
in which only one or a few departments participate at any one time. 
Special sales events further may be classified into those for which 
most or all of the merchandise is especially purchased for the par- 
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ticular occasion and those for which merchandise already in stock is 
reduced in price. All these types of special sales events commonly 
involve special advertising. 

So-called stock-taking sales are in common occurrence in all stores, 
usually being held at the conclusion of each of the six months’ seasons. 
The primary purpose of these sales is to clean out stocks preparatory 
for the new season. Consequently, most of the merchandise sold on 
these occasions is from the store’s regular stocks, newly purchased 
merchandise being introduced into these stock-taking sales only to 
whatever extent is necessary to fill in broken lines and generally to 
“sweeten up” the stock. The problem of the Bellvanise Company 
concerned primarily store-wide sales events featuring merchandise 
especially bought for the occasion. The desirability of the semiannual 
stock-taking or clearance sales was not in question. 

In favor of special store-wide sales events, such as those featured 
by the Bellvanise Company, the following arguments commonly are 
advanced: 


1. These events increase total volume of net sales. 

2. The bargain appeal is a necessary competitive weapon for depart- 
ment stores. 

3. Customers may be led to purchase merchandise other than that 
offered at the special sales event. 

4. The store’s normal overhead expenses are covered by its normal 
day-to-day volume of sales; consequently, increased volume secured 
from special store-wide sales events results in additional profit which 
would not otherwise be secured. 


On the other hand, the following arguments commonly are advanced 
against such sales events: 


1. The mark-up ordinarily is lower than the average cost of doing 
business in percentage of sales. 

2. Additional expense is incurred for extra salespeople and special 
advertising. 

3. The ratio of returns is increased. 

4. There is almost always some merchandise left over from these 
sales which has to be sold eventually at greatly reduced prices, thus 
increasing the ratio of mark-downs and retarding the rate of stock-turn. 

5. These sales are attended by congestion and confusion, which cause 
more errors and mistakes throughout the store. 

6. Store-wide sales events attract only transient trade. 

7. Through continued use, these special sales events lose the effective- 
ness of their appeal. 

8. These events lead to a policy of “trading down.” 


The experience of the Bellvanise Company bears out the argument 
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that special store-wide sales events eventually lose the effectiveness 
of their appeal and also the arguments that these events involve addi- 
tional expenses and cause an increased ratio of returns. 

The argument in favor of special store-wide sales events on the 
score of the desirability of increased sales volume depends in part, at 
least, on the assumption that expense ratios decline as sales volume 
increases. This result, however, does not necessarily follow. In fact, 
data that have been collected on the operating expenses of department 
stores indicate that the reverse may be more nearly true.? For instance, 
in an address delivered before the fifth annual convention of the Con- 
trollers’ Congress of the National Retail Dry Goods Association in 
June, 1924, Dr. Melvin T. Copeland spoke in part as follows: 


As a matter of fact, what happens as the volume of sales in- 
creases? In the first place, a substantial increase in the volume 


of sales requires more floor space. . . . . In the second place, 
an increase in the volume of sales ordinarily necessitates the em- 
ployment of a larger sales force. . . . . In the third place, as 


the volume of sales increases, the executives usually receive greater 
remuneration in recognition of their capability of handling a 
larger organization. . . . . For a large organization, in the fourth 
place, the methods of control become more elaborate. This is 
indicated by the figures on expenses for office salaries and for 
receiving, marking, and stockroom salaries. In the fifth place, as 
the volume of sales increases, the quantity of stock carried also 
increases, even though not quite in the same proportion. The in- 
vestment in merchandise increases as the volume of sales increases, 
but at a slightly lower rate. For the larger volume of stocks, the 
insurance and other carrying charges are higher in dollars and 
cents and slightly less in percentage of sales for some of these 
items. The effect of the requirements for more floor space, more 
sales people, more highly paid executives, more elaborate systems 
of control, and the carrying of heavy stocks, is to increase the ex- 
penses in dollars and cents, as the volume increases, so that the 
percentage of expense to sales remains at least practically constant. 
In order to attract a larger volume of business, more money is 
spent for advertising in the stores with a large volume of sales. 
For department stores with sales of less than $250,000 in 1922, for 
example, the advertising expense was 1.7% of the sales; for firms 
with sales of $10,000,000 and over, it was 3.2% of the sales. In 
addition to the employment of heavier advertising to increase the 
volume of sales, services also are added, including such incidentals 
as manicure parlors and rest rooms. Credit is extended more 
liberally, with greater losses from bad debts in dollars and cents 
and at least as high a ratio to sales as when sales were smaller. 





3 See Bureau of Business Research, Harvard University, Bulletins No. 37, 44, 53, 
and 57. 
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Delivery expenses also increase at least as fast as the volume of 
sales increases. For the reasons just stated, it seems to me logical 
to expect that the ratio of total expense to sales should at least 
remain constant as the volume increases, and it is not at all sur- 
prising that the ratio is somewhat higher with the larger volume 
of sales because of the necessity for more elaborate, complicated 
systems of control. The amount of supervision that can be exer- 
cised by a single individual is limited by human factors, and con- 
sequently more elaborate organization and heavier overhead ex- 
pense tend to follow an increase in volume of sales, after a certain 
point is reached. 


In another part of his address Dr. Copeland said: 


In drawing these conclusions, it is not my intention to damn 
an increase in volume of sales; not by any means. Natural growth 
is healthy and it should be profitable. I do question seriously, 
however, the wisdom of the employment of extraordinary methods 
to force an increase in volume of sales, merely for the sake of 
volume. 


It may be concluded, therefore, that the weight of the evidence at 
the present time is against the extensive use of the special store-wide 
sales event as a means of sales promotion and that the Bellvanise 
Company followed a sound policy in reducing the number of such 
sales events. 


April, 1927 M.P.M. 


BARRINGTON Motor Car Company? 
WHOLESALE AND RETAIL DISTRIBUTOR—AUTOMOBILES 


ADVERTISING—Selection of Potential Purchasers to Circularize. From a 
study of the state registration records, a company distributing a high- 
priced automobile discovered that, of the persons who had purchased 
cars from its five closest competitors during the previous year, 63% 
never had been circularized by the company. The majority of these 
purchasers did not live in the best residential sections of the city. Con- 
sequently, the company decided to change its policy of concentrating its 
direct mail advertising upon people of wealth and social position, and 
to circularize persons of moderate incomes and the owners of cars in 
the next price range below that of the automobile distributed by the 
company. 

(1925) 


The Barrington Motor Car Company, located in a city of 
approximately 500,000 inhabitants, was a distributor for the 
Durvan motor car, the models of which ranged in price from 
approximately $3,000 to $5,000. A study which the company 
made in the early part of 1925 of the sales of competitors in 1924 
indicated that it was failing to circularize many persons who were 
potential purchasers of Durvan motor cars. 

The company employed six retail salesmen to solicit orders 
within the city and the neighboring districts. These salesmen 
made on an average seven personal calls per day. The company 
controlled by contract nine dealers who solicited orders in seven 
surrounding counties. It paid salesmen 4% commission on the 
factory prices of the cars and a few special bonuses. During 
1924, the company sold 224 new cars at retail and 273 new cars 
at wholesale; it took 154 used cars in trade. 

The Barrington Motor Car Company advertised in local news- 
papers and theater programs, distributed printed matter from 
the showroom and at the annual automobile show, and circular- 
ized by mail about 6,000 actual or potential owners. The com- 
pany secured names of persons to be circularized through sales- 
men, through visits of prospective purchasers to the salesroom, 
as a result of previous direct mail advertising, from the state motor 
vehicle registration lists, and from a list of names compiled by 





1 Fictitious name. 


327 


328 HARVARD BUSINESS REPORTS 


a publishing company. From the registration lists the company 
took the names of owners of competing makes of cars which sold 
for from $3,000 to $5,000. The publishing company’s list, which 
contained about 3,000 names, included names taken from social 
registers, from membership lists of exclusive clubs, and from 
municipal tax records. From the latter source were taken only 
the names of persons owning tangible property valued at $50,000 
or more. The company’s circular advertising consisted of from 
10 to 12 letters a year. The total cost of this advertising was 
approximately $6,000. Most of the advertising copy was pre- 
pared by the manufacturer. The cuts for newspapers, theater 
programs, and matter distributed from the showroom or at the 
automobile show were given.to the distributor free of charge. 
The circular letters were sold to the distributor at cost. The 
total cost of the company’s advertising was approximately 1% 
of total sales. 

In the five years preceding 1925, the company had made 25% 
of its average annual sales in the first quarter of the year, 40% 
in the second, 10% in the third, and 25% in the fourth. The 
company had distributed its advertising expenses throughout the 
year in about these same proportions; during the first quarter, 
when the automobile show was held, more than the specified por- 
tion was spent. 

Early in 1925, the sales manager of the Barrington Motor Car 
Company made a study of the sales made in 1924 by the com- 
pany’s five closest competitors. These competitors sold cars 
ranging in price from $2,500 to $6,000. The sales manager’s 
study was based on information obtained from the state registra- 
tion records. Of the total number of persons who had purchased 
cars from the company’s five competitors, 63.4% never had been 
circularized by the company; 9.8% had been circularized but not 
interviewed; 14.4% had been interviewed but had expressed de- 
cided preferences for the cars they ultimately had purchased; 
7-57 had insisted on larger allowances for their used cars than 
the company had been willing to grant; and 4.9%, the sales man- 
ager believed, had failed to purchase Durvan cars because of 
inadequate follow-up. In an investigation to determine why the 
company had failed to circularize so many of these purchasers, the 
sales manager found that the majority of them did not live in the 
best residential sections of the city. 
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An analysis of the company’s 1924 sales showed that 68% 
of the purchasers formerly had owned Durvan motor cars, and 
that the company had procured 50% of the names of the other 
purchasers as the result of their visits to the salesroom floor, 7% 
as the result of direct mail advertising, 9% from the local auto- 
mobile show, and 34% through the initiative of salesmen, the 
cooperation of owners, and miscellaneous sources. 

In view of the fact that the company had not circularized 
63.4% of the persons who in 1924 had purchased cars of its five 
strongest competitors and that a large proportion of those pur- 
chasers lived in the less prosperous sections of the city, the com- 
pany decided to change the sources from which it obtained names 
for direct mail advertising. The company decided not to use the 
list compiled by the publishing company, because it was evident 
that the names of many potential purchasers were not to be found 
in social registers, among the membership of exclusive clubs, or 
in lists of persons owning property of large value. The company 
decided to add to its remaining list of persons to be circularized 
the names of persons having incomes of $10,000 per year or over, 
as shown by the Federal income tax records, and the names of 
owners of cars selling for from $2,000 to $3,000, the price class 
immediately below that of the Durvan car. The company intended 
to add from time to time names of potential purchasers procured 
from other sources. 


CoMMENTARY: The directness of appeal of direct mail advertising 
and the flexibility of direct mail as a medium are advantages realized 
by firms only if there is definite information as to the group of prospects 
which is to be reached by advertising. In this particular case, the 
assumption that purchasers of Durvan motor cars were only those 
owning tangible property or appearing in various exclusive lists was 
disproved by facts which had been available to the company over a 
period of years, though not used. A simple solution of the problem 
was that of directing the direct mail advertising to persons in other 
groups who had been shown to be sufficiently important prospects. 
The decision to circularize persons with actual incomes of $10,000 
or over was certainly wise, but by no means sufficient as a basis for 
a campaign which was to be complete. The decision to circularize per- 
sons owning cars immediately below the Durvan car in price seems to 
have been merely another step in the right direction. 


February, 1927 H.R. T. 


GENERAL Motors Export COMPANY 
SUBSIDIARY SALES COMPANY—AUTOMOBILES 


ADVERTISINC—Allowance to Distributors. From 1919 to 1925, a subsidiary 
sales company selling automobiles had left all local advertising to its 
foreign distributors, at the same time making an allowance of $5 a car 
to distributors for use in such advertising. The advertising department 
of the company furnished many added helps to distributors in the way 
of instruction books, posters, catalogs, house organs, favors and gifts, 
electros, and so forth. Because of its belief that the $5 allowance no 
longer was warranted and because to have the entire financial burden 
of local advertising assumed by the distributors would fit in with its 
plans for the development of advertising helps, the company decided to 
withdraw the allowance, although, in view of its intention to make a 
reduction of $5 a car in the prices of cars to distributors, such with- 
drawal would not result in a reduction in the company’s expenses. 


(1925) 

In 1919, when the General Motors Export Company first had 
begun to develop sales in foreign countries, the advertising of 
American automobiles abroad had been such an untried under- 
taking that the company had been of the opinion that the adver- 
tising should be left entirely to local distributors. The company, 
however, had offered an advertising allowance of $5 per automo- 
bile to distributors, with the understanding that the distributors 
were to devote an equal amount of their own money to advertising 
the products. The company had made this offer in order to 
encourage the distributors to advertise, and in order to be in a 
position to require them to do so. 

In 1925 the company still was offering the $5 advertising 
allowance to its foreign distributors and still was of the opinion 
that the local advertising should be left in their hands. At that 
time, however, the company was assisting its distributors with 
their advertising in many ways other than by the advertising 
allowance and thought that it might be advisable to discontinue 
that allowance. 

The General Motors Export Company was a subsidiary cor- 
poration organized to export the products of the manufacturers 
controlled by the General Motors Corporation. These products 
included Cadillac, Buick, Oakland, Oldsmobile, and Chevrolet 
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automobiles and G.M.C. trucks. The offices of the company were 
in New York City. Total sales of the company during 1924 had 
approximated $50,000,000. 

The General Motors Export Company had five grades of 
Tepresentation in foreign countries, the type of representation 
employed in any territory depending upon the sales development 
and potentialities of that territory. As a territory developed, the 
company planned gradually to change the grade of representation 
existing there to the grade employed in territories of similar 
development. Officials of the company served as regional super- 
visors. Thus, the merchandising of the company’s products in 
Continental Europe was supervised by one of the directors of 
the company who maintained residence in Europe and traveled 
from one distributing point to another. All branch offices were 
incorporated in the territories which they served, and the exact 
title and organization of each depended upon local laws and 
requirements. 

At five important points where it had branch offices the com- 
pany maintained assembling plants: London, Copenhagen, Ant- 
werp, Sao Paulo, and Buenos Aires. At these points stocks of 
automobiles were maintained, assembled from parts shipped from 
the United States. The organization at these branch offices in- 
cluded sales, engineering, and service departments. These 
branches acted as distributors, marketing the cars to the dealers 
in the territories. None of the company’s other branches per- 
formed the function of distributor, this being left to local dis- 
tributors appointed by the company. 

The company’s branch organization in Australia did not include 
an assembling plant, but, by special contract with a local manu- 
facturer, automobile bodies were made locally and placed on 
chassis shipped from the United States. 

At a few other leading distributing centers, such as Berlin, the 
company maintained branches at which automobiles were stocked 
but at which no assembling was done. To such ports, automo- 
biles already assembled were shipped from the United States. 

At less important centers, such as Singapore and Calcutta, the 
company maintained branch offices which included in their func- 
tions neither assembling nor warehousing. The company shipped 
automobiles direct to the distributors which it had appointed in 
these territories. The branch offices acted as field representatives 
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of the company, supervised the activities of the distributors ap- 
pointed by the company, aided the distributors and dealers in 
merchandising, and in general looked after the interests of the 
company. 

Territories in which the sales possibilities did not justify the 
maintenance of branch offices, such as the west coast of South 
America, were served by traveling representatives of the com- 
pany. These representatives went from place to place, super- 
vising the distribution and assisting the distributors and dealers 
with the merchandising of the automobiles. 

Except in the territories served by the five branches which 
included distribution among their activities, the company ap- 
pointed distributors, who marketed the cars through local dealers. 
The distributors usually were wholesale importers, and the deal- 
ers were retail sellers of motor cars. In some small territories, 
Java, for instance, the distributors also were dealers, often the 
only dealers selling the automobiles. 

Because the various makes of automobiles and the trucks sold 
by the company differed widely in appeal, the company usually 
appointed a different distributor for each make. Because of local 
peculiarities, some of the makes were not sold at all in certain 
territories. In any event, the company chose its distributors with 
great care, often after special field investigation by officials of 
the company supplementary to the reports of the field representa- 
tives. The company made changes from time to time as it ap- 
peared that existing distributors were unsatisfactory or that more 
satisfactory ones were available. 

Since the factories of the producing companies were located 
at various inland points in the United States, export prices were 
quoted f.o.b. factory and the discounts allowed to distributors 
were taken from such quotations. Export price sheets, however, 
showed freight charges to New York and any other export 
charges, such as boxing, so that the distributors could work out 
easily the price f.o.b. New York. The company’s terms varied 
with distributors. The company did not require its distributors 
to contract to take a specified number of automobiles during a 
year, but the field representatives kept a careful check upon dis- 
tributors to insure that they realized the full possibilities of their 
markets. These representatives prepared and kept up to date 
market analyses showing the sales potentialities of the different 
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territories. Distributors were allowed the option of financing their 
shipments direct with the company or of making arrangements 
through the General Motors Acceptance Corporation, which was 
expanding its foreign activities and maintained several offices 
abroad, chiefly in Europe. 

The company maintained an advertising department in its 
New York office. In order to assist the distributors, the depart- 
ment prepared, or assisted with the preparation of, the following 
classes of material: 


Instruction books. The department prepared a book for each 
make of car. The books were loose-leaf, the pages of glazed 
paper and the covers of leather. Each book contained specimen 
sales talks, hints and suggestions for sales campaigns, and a de- 
tailed analysis of the car, emphasizing the selling points. Adver- 
tising methods were discussed and suggestions given, with repro- 
ductions of advertising matter that had been used in various 
countries. 


Posters. The department prepared a variety of posters in col- 
ors for each car. Usually these posters were 30 inches by 30 
inches and contained no lettering except the name of the car. 
They were supplied to distributors, upon requisition, in any 
quantity desired. 


Catalogs. The department supplied catalogs, fully illustrated 
and printed on glazed paper, to distributors. 


Pamphlets and leaflets. The department prepared quantities 
of pamphlets and leaflets, illustrating different models and special 
features deemed worthy of emphasis. These were sent to all 
distributors and were available in several languages. 


Instructions for direct-mail work. Twice a year the advertis- 
ing department sent to all distributors scrap books containing 
samples of illustrated material which it had prepared for use in 
direct-mail advertising. The broadsides and folders were pre- 
pared in quantities, and the department was prepared to supply 
them to distributors as desired. The distributors themselves, 
however, were expected to prepare the letters and similar material 
to accompany such direct-mail appeals. 


Electros. The company stocked electros which it was pre- 
pared to furnish to distributors. These electros usually were 
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reproductions of the different makes and models of automobiles. 
Some showed local scenes, however, as in the case of a series of 
electros showing the trip of a Buick motor car around the world. 
The company supplied the electros to distributors without charge. 


Favors and gifts. The advertising department arranged for 
the preparation of such articles as specially embossed leather 
cushions, pens, pencils, and so forth, and offered them to dis- 
tributors at cost for presentation to customers. 


House organs. The company published two house organs. 
One of these, called The Distributor, appeared quarterly and was 
designed particularly for circulation among distributors. It con- 
tained illustrative material from all parts of the world and articles 
contributed by the company’s own representatives and by the 
distributors. One section of The Distributor was devoted to 
reviews of recent books on American business. The company 
offered to supply the books reviewed to distributors at cost. That 
the distributors were interested in American business methods 
was shown by the numerous orders which the company received 
for the books. 


Proofs. The department sent to all distributors proofs of all 
the domestic advertising of the General Motors Corporation and 
of the factories manufacturing the automobiles. 


Institutional advertisements. The company inserted advertise- 
ments, usually of one page, in automobile trade papers in many 
countries. Such advertising was purely for the purpose of devel- 
oping prestige and goodwill, and all the advertisements appeared 
in the name of the company and did not stress particular auto- 
mobiles. The domestic advertising agents of the General Motors 
Corporation placed this advertising through a New York export 
advertising agency. The agency recommended publications, at- 
tended to all space commitments, and settled all bills. Copy was 
prepared by the advertising department of the company, but the 
export agency prepared all translations. Except for this insti- 
tutional advertising in trade papers, the company itself did not 
advertise in foreign magazines or newspapers. Such advertising 
it left to the distributors, believing they were best situated to 
control the advertising intelligently. 


In 1925 the company was firmly convinced of the wisdom of 


GENERAL MOTORS EXPORT COMPANY 335 


putting the burden of local advertising upon the distributors. 
The question at issue was whether the company should continue 
to offer distributors an advertising allowance of $ 5 a car. 

In 1919 this allowance had been practically the only assistance 
the company had given its distributors with their advertising. 
As sales had increased, the company’s advertising department 
had grown until, in 1925, it was helping the distributors in the 
many ways previously enumerated. In view of this develop- 
ment, the company concluded that the advertising allowance no 
longer was needed and that the money could be applied in some 
other way to better advantage. 

The company, if it withdrew the advertising allowance, in- 
tended to make a reduction of $5 per car in the prices of the cars 
to distributors. Furthermore, the company had in mind added 
features for the program of direct-mail advertising which it 
planned for its distributors; these features would be initiated 
only after the withdrawal of the allowance. From the company’s 
point of view, therefore, the withdrawal of the allowance was 
simply the removal of an unjustified grant which could be used 
to better advantage in another way, and would not result in a 
reduction in the company’s expenses. 

It was doubtful whether all the distributors would understand 
this point of view. Many would feel that the company was trying 
to impose added expense on them. It was possible that, with the 
allowance withdrawn, they would reduce the amount spent for 
advertising. 

The company decided to withdraw the allowance. This deci- 
sion was based in part on the belief that the allowance no longer 
was warranted, but largely on the conviction that to have the 
entire financial burden of local advertising assumed by the dis- 
tributors would fit in with the company’s plans for the develop- 
ment of advertising helps. The company wrote to the distrib- 
utors to this effect in January, 1925, and again in March of that 
year. A final letter, notifying distributors that the allowance 
would be discontinued as of June 30, 1925, was sent out early 
in June. Most of the large distributors were satisfied with the 
company’s action. Many of the small distributors objected, see- 
ing only that they were about to lose an advertising allowance 
which previously had been granted them. Some distributors even 
continued to send in vouchers for the allowance after June 30. 
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One by one, however, the distributors appeared to understand 
the real reasons for the change in policy, and the company did 
not anticipate continued difficulty. On September 1, 1925, it 
was too early to determine the effect of the discontinuance of the 
allowance on the volume and quality of the advertising under- 
taken by the distributors. The company was of the opinion, how- 
ever, that they would continue to advertise just as whole-heart- 
edly as in the past. 


CoMMENTARY: The issue involved in the case, relating to the dis- 
continuance of the advertising allowance, is not an uncommon one in 
the relationships of exporters of American goods to foreign agents. 
It is the observation of the writer that more and more such adver- 
tising allowances in cash are being discontinued, and that for such 
allowances are being substituted increased advertising and other assist- 
ance to dealers in reselling products of the manufacturer. To many 
it is a surprising fact that not only the fundamental principles of adver- 
tising but even American adaptations of those principles in the develop- 
ment of dealer helps and reselling helps have been applicable to foreign 
countries. 

The American export organization engaged in selling a particular 
product is frequently in a better position to furnish effective selling 
ideas and plans to the dealer in the foreign country than is the dealer 
himself. The export advertising department of a company, with the 
cooperation of local distributors, should be able to avoid most of the 
elementary mistakes in presenting its products to foreign peoples. 
Furthermore, since the advertising department is in a position to help 
dealers effectively, there is no further justification for an allowance 
inaugurated under conditions which no longer prevail. The growing 
popularity of the automobile and the constantly improved position of 
the General Motors Corporation, coupled with the increased value of 
agency franchises, all rendered the allowance of $5 unnecessary, if it 
was regarded as a concession. 

All too frequently, moreover, the dealer seems to regard the adver- 
tising allowance as a misnomer for a reduction in price. If the dealer 
is unusually progressive, he is willing to spend the advertising allowance 
and more in advertising effort, but if not, he considers that the adver- 
tising allowance amounts to extra profit which he is to add to the net 
margin. Even the General Motors Export Company seems to have ad- 
mitted this viewpoint concerning the advertising allowance in making its 
reduction of $5 per car in the price of cars. There could, therefore, 
be no particular objection on the part of distributors to a discontinu- 
ance of the advertising allowance when the distributors received both 
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a reduction in the price and an increased amount of advertising co- 
operation on the part of the export company. Although this reduction 
in selling price might be temporary, and eventually the dealer might 
forget that he had received a “quid pro quo” in the form of price 
reduction, once the policy of no allowance had been introduced and 
accepted, no serious difficulty should have been encountered in con- 
tinuing it. The discontinuance of the allowance involved a consider 
able saving of time, and elimination of Many opportunities for friction 
with distributors. And, as stated, it transferred responsibility for 
local advertising to dealers, a responsibility which would likely be met 
if agencies were valuable and the wishes of the General Motors Export 
Company were clear to the distributor. 

As a whole, it seems that the export company’s decision was sound. 
Nevertheless, it is obviously possible under certain conditions to grant 
an advertising allowance to foreign distributors with such restrictions 
that abuses may be largely avoided. 


October, 1927 HER 


H. R. Cunuirre & Company! 
DEPARTMENT STORE 


Demanp CrEATION—Adoption of Private Brand Policy by Department Store. 
It was proposed that a company should use one or more private brands 
in its department store, placing its sales emphasis on private-brand 
merchandise rather than on nationally advertised merchandise. This 
plan, it was stated, might enable the company to improve its competitive 
position, to increase its gross margin, and to escape the dictation of 
manufacturers. It was recognized, however, that additional advertising 
and selling expense might be incurred. 


DEMAND CrEATION—Selection of Merchandise to Bear Department Store 
Private Brands. In considering the adoption of a private brand for use 
in its department store, a company had to decide whether the same 
brand should be placed on all the merchandise to be sold under a private 
brand, or whether different brands should be used for the various mer- 
chandise divisions, such as men’s wear, women’s wear, and house fur- 
nishings. Much advertising effort might be wasted if the company 
undertook to popularize several private brands; on the other hand, 
customers might object to having the same brand on merchandise of 
widely varying unit values and of diverse uses. 


The merchandise executives of H. R. Cunliffe & Company’s 
department store, in considering the establishment of a store 
brand, developed a difference of opinion on the following ques- 
tions: (1) whether the principal emphasis in sales promotion 
should be put on goods bearing the store’s own brand rather than 
on nationally advertised lines; and (2) whether, if the store used 
a private brand, the same brand should be used for all merchan- 
dise, or whether different brands should be used for various mer- 
chandise divisions, such as men’s wear, women’s wear, and house 
furnishings. 

It had been suggested that the buyer for each department select 
in each line the price having the greatest popular appeal, and 
then secure a product to sell at that price, equal or superior in 
quality to the products, similar in grade and price, selling under 
nationally advertised brands. Products so selected would carry 
the store brand. This suggestion did not contemplate placing the 
store brand on style or fashion merchandise, or on merchandise 





1 Fictitious name. 
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the exclusive sale of which could not be confined to the store of 
H. R. Cunliffe & Company. Women’s dresses and women’s coats, 
for instance, would not be sold under the store brand, but under- 
wear, hosiery, and corsets might be. Numerous articles of men’s 
wear might be branded, as well as articles in such departments 
as hardware, kitchenware, and luggage. 

The executives who favored the development of a private brand 
believed that by using its own brand the store could improve its 
competitive position, increase its gross margin, and escape the 
dictation of manufacturers. Nationally advertised articles, they 
said, were especially subject to price cutting. As an extreme 
example they referred to the toilet goods department; in the 
previous year, prices had been cut at one time or another by some 
store in the city on more than 200 of the articles carried in that 
department. The executives argued that if the store could build 
up a demand for articles bearing its own brand, it would not be 
subjected to such competition. They also pointed out that the 
store could control the mark-up on goods sold under its own 
brand, whereas on nationally advertised articles the store fre- 
quently was unable to secure its ordinary rate of mark-up and 
often had to sell at a small net profit or at no profit. The case 
was cited of a company manufacturing men’s furnishings which 
undertook to control the retail prices of its products by refusing 
to sell to retailers who cut the prices without authorization. It 
was that company’s custom to issue instructions each year to all 
its retail distributors, directing that on a specified day prices 
might be reduced by given amounts. The management of H. R. 
Cunliffe & Company in the past had found this arrangement dis- 
advantageous, because it had been unable to reduce its stock 
through mark-downs at times when they would have been ef- 
fective. 

An additional consideration was that any store buying goods 
to be sold under its own brand was said to secure price advan- 
tages because of the steady business it could offer to the manu- 
facturers. 

In their discussions, the executives of H. R. Cunliffe & Com- 
pany touched on several possible disadvantages of a private 
brand. It was said that the store’s added selling expense for 
advertising and PM’s on privately branded articles would ap- 
proximate the advertising expenditures of the manufacturers of 
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trade-marked articles, and that, therefore, the store would not 
be able to give customers better values. Also, the advertising 
of manufacturers had developed consumer preferences that could 
not be overcome readily. 

Several executives of the store took the position that much 
effort in advertising would be wasted if the store attempted to 
popularize more than one private brand, but that an undesirable 
impression would be created among consumers by the use of only 
one private brand. For example, one of these executives asked: 
“What will customers think if we sell them corsets, men’s straw 
hats, and ash cans under the same brand? How will a man like 
it when he takes off a new overcoat for which he has paid $75 
and sees on it the same brand that he has on his lawn mower? 
What will his wife think when she sees the same brand on her silk 
underwear that she sees on her kitchen utensils?” 


The management of H. R. Cunliffe & Company had to decide 
whether to use one or more private brands and, if so, on what 
kinds of merchandise to place them. 


CoMMENTARY: By the term “private brand” is commonly under- 
stood a brand owned by a wholesaler or retailer in contradistinction to 
a brand owned by a manufacturer, ordinarily known as a “national 
brand.” A private brand of a wholesaler or retailer should be dis- 
tinguished also from a mere label bearing the firm’s name. Legally a 
private brand does not indicate the origin of the goods but rather 
stands for the exercise by the retailer or wholesaler of the functions of 
selection of merchandise and maintenance of uniformity of quality by 
means of specifications and inspections. 

A department store, sending its buyers to market to select mer- 
chandise and maintaining noncontinuous relations with many manu- 
facturers rather than continuous relations with a few manufacturers, 
unquestionably assumes a certain degree of responsibility in the eyes 
of the public for the goods which it sells. It may be said that a store, 
by placing a private brand on the goods which it sells, is definitely 
recognizing this responsibility. In numerous instances, however, the 
use of the store’s name on labels might serve equally well to indicate 
the acceptance of some responsibility for the merchandise. The private 
brand, therefore, ordinarily is not adopted by a department store merely 
as an indication of its acceptance of responsibility for the merchandise. 
In some instances, it may be suspected that private brands are primarily 
a gratification of egotism, but one must look farther than this to find 
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the real reasons for the use of such brands by numerous department 
stores. 

Private brands are sometimes applied by a department store to 
articles of types commonly branded and advertised by manufacturers, 
such as men’s shoes, mechanical appliances of various sorts, and toilet 
goods. The motive of a department store in placing private brands 
on goods of this type may be to protect its margin of profit. In some 
instances, manufacturers may have narrowed the margin of profit on 
these articles or may have sought to maintain resale prices in such 
a way as to handicap a store in carrying out its merchandising policy.? 
Also, a department store’s difficulties in merchandising such goods 
may be ascribable partly to price cutting on the goods by competing 
stores. Hence a department store may decide to make arrangements 
to sell such merchandise under its own private brand, in order to 
control the margin of profit and to protect itself from competitive price 
cutting. In putting a private brand on goods of this type, a depart- 
ment store commonly enters into close and fairly continuous relations 
with certain manufacturers. It incurs on these goods more sales pro- 
motion expense than perhaps would be incurred in the sale of similar 
merchandise under manufacturers’ brands. Also, the store’s rate of 
stock-turn may be lowered by the larger quantities of such merchan- 
dise which it is compelled to purchase in order to make it worth while 
for the manufacturers to furnish it with goods to be sold under a 
private brand.? 

On the other hand, department stores not infrequently place private 
brands on a type of merchandise not commonly branded or advertised 
by manufacturers, namely, style or shopping goods, the characteristics 
of which are prone to change from year to year, and in the purchase 
of which there may not be any great degree of continuity of relation- 
ship between the store and the manufacturer. In such cases, a private 
brand in the eyes of the consumer may stand primarily for the store’s 
exercise of judgment in the selection of style. It is also possible that 
such private brands may have some positive sales promotion value as 
being less negative and colorless than a mere label on the garments 
bearing the firm’s name. It should also be observed that in recent 
years there has been an increasing tendency for stores engaged in 





2See United States v. Colgate & Company; Federal Trade Commission v. Beech- 
Nut Packing Company; Federal Trade Commission v. Cream of Wheat Company; 
Federal Trade Commission v. Toledo Pipe Threading Machine Company; Federal 
Trade Commission v. Hills Brothers; Federal Trade Commission v. Q. R. S. Music 
Company; Federal Trade Commission v. Houbigant, Incorporated, 3 H.B.R. 473- 
582. 

3 See Wechsler Company, 3 H.B.R. 115; see also Bureau of Business Research, 
Harvard University, Bulletin No. 55, Cases on Merchandise Control in the Whole- 
sale Grocery Business, case of the Broderick Company, p. 18. 
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so-called group buying to use a private brand on some or all of the 
goods purchased in this way.* 

While department stores have used private brands in the past on 
both the general classes of merchandise considered in the foregoing 
discussion, there is reason to think that stores of this type can use 
private brands somewhat more effectively for the latter classification 
of goods than for the former. Since the characteristics of typical style 
merchandise tend to vary from year to year, it is perhaps easier for a 
department store to brand such merchandise than it is for the manu- 
facturer, since the store, selecting its merchandise from numerous 
different sources, is in a better position than any one manufacturer 
to keep in the forefront of style development. 

In the event that a department store such as H. R. Cunliffe & Com- 
pany decides to use private brands for any of the reasons that have 
been set forth, a number of specific problems are at once encountered. 
In the first place, the store has the task of keeping both its own name 
and the brand name before the public and of keeping them associated 
in the minds of its customers. Furthermore, since a department store 
handles a multiplicity of different kinds of merchandise, it inevitably 
faces a dilemma: if a single brand is used on too many different kinds 
of articles, its effectiveness for sales promotion will be weakened, since 
the association in the minds of customers may be either vague or 
actually unfavorable; on the other hand, if a department store uses a 
number of different brand names, it is difficult to keep them all before 
the public and to make them stand for anything definite. 

The problem faced by H. R. Cunliffe & Company was, therefore, 
a difficult one. In the present stage of marketing development, it may 
be answered as follows: 

1. This store ordinarily would have to carry some nationally branded 
merchandise in order to meet the demands of customers for such goods. 

2. If private brands were used at all, they might be used more 
effectively on merchandise which ordinarily is not branded by manu- 
facturers than on merchandise of types commonly branded and adver- 
tised by manufacturers. 

3. If private brands were used, there should be more than one 
brand, but not too many. 

4. A private brand should be applied to a selected line in each de- 
partment, usually the best selling line, not to all lines in a department. 

5. The store should maintain a particularly careful check on the 
style and quality of merchandise sold under private brands. 


April, 1927 M.P..M. 


*See Hatch Company, 2 H.B.R. 277. 





GALEWORTH Company! 
DEPARTMENT STORE—MILLINERY AND INFANTS’ WEAR 


Pricinc—Mark-Downs on Slow-Selling Merchandise. The report of the 
slow-selling merchandise office of a department store in the first week 
of September showed on hand in the infants’ wear department a con- 
siderable quantity of staples, sold and reordered constantly, which either 
were soiled, showed signs of shelf wear, or did not equal the appearance 
of new merchandise in the department, and in the millinery department 
two groups of tweed sport hats, bought for the spring season. The 
executive of the slow-selling merchandise office recommended that this 
merchandise be sold as quickly as possible, and suggested either a group 
mark-down on the entire lot of merchandise in each department or a 
unit mark-down varying with each item’s original cost, the demand for 
it, and the extent of its depreciation. The merchandise manager decided 
to take a group price reduction in the millinery department and to take 
mark-downs by individual items in the infants’ wear department. 


The reports compiled by the slow-selling merchandise office of 
the Galeworth Company, a department store, during the first 
week in September indicated that a considerable quantity of 
merchandise was on the shelves in both the infants’ wear depart- 
ment and the millinery department which the company should 
dispose of as quickly as possible, even at a substantial reduction 
in prices. 

The slow-selling merchandise reports, which the executive of 
the slow-selling merchandise office compiled the first of each 
month, indicated all items in each department that, in his judg- 
ment, the store should sell as quickly as possible. The slow- 
selling merchandise office followed up the merchandise thus re- 
corded and made suggestions to the buyers concerned as to pos- 
sible ways of disposing of it. 

The slow-selling merchandise report for the infants’ wear 
department was as shown in Exhibit 1. 

Although the merchandise listed on the report for the infants’ 
wear department consisted primarily of staples which were being 
sold and reordered constantly, each item on the list either was 
soiled, showed signs of shelf wear, or for some other reason did 
not equal in appearance the new merchandise in the department. 
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EXHIBIT I 


SLOW-SELLING MERCHANDISE REPORT FOR 
INFANTS’ WEAR DEPARTMENT OF GALEWORTH COMPANY 































































Number Unit Total 

in Stock Item Retail Price Retail Price Cost 
7 Skirts $ 2.50 $ 17. . $ 12.95 
I Skirts 2.00 oye : 1.35 
3 Combinations 3-95 Tt. i 6.00 
33 Drawers -95 30035 , 25-45 
12 Drawers 1.15 13.80 , I0.20 
7 Drawers I.25 8.75 M 6.30 
24 Drawers .50 I2.00 3 6.00 
r Velvet coat 15.00 I5.00 - 8.25 
28 Pique hats -50 14.00 : 8.49 
14 Coats 3.95 55.30 2.50 29.40 
2 Dresses 7.50 15.00 Ae 8.50 
2 Dresses 6.50 I3.00 3. 6.00 
2 Dresses 3.50 7.00 ce 3.50 
7 Dresses 8.50 59.50 4. 28.00 
6 Dresses 7.95 47.70 a 22.80 
£2 Dresses 5.00 60. 3 36.00 
I Dresses 2.50 i. 1.60 
I Dresses 2.05 IG 75 
I Dresses in ‘ .75 
5 Dresses 5. I5.50 
I5 Nightgowns an 30.00 
24 Skirts I. 24.00 
Io Skirts T.. 8.00 
I Skirts D. I.60 





The executive of the slow-selling merchandise office was con- 
vinced that merchandise in this condition not only would remain 
on the shelves indefinitely if kept at the original prices and dis- 
played with merchandise of the same kind, but also would detract 
from the prestige of the department. 

The slow-selling merchandise in the millinery department con- 
sisted of two groups of tweed sport hats that had been purchased 
in February for the spring season. The report for this depart- 
ment was as given in Exhibit 2. 

Since the demand for these hats was of a seasonal nature, it 
was evident that they ought to be disposed of before the fall 
stock was placed on display. Inasmuch as all other lines of tweed 
sport hats had been sold earlier in the season, there was no com- 
parable merchandise in the department. 

The executive of the slow-selling merchandise office suggested 
two methods of taking reductions on the slow-selling merchandise 
in the infants’ wear department and the millinery department. 
A group mark-down on the entire lot of merchandise in each de- 
partment would eliminate the detailed work of determining a new 
selling price for each article and of marking each piece of mer- 
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EXHIBIT 2 


SLOW-SELLING MERCHANDISE REPORT FOR 
MILLINERY DEPARTMENT OF GALEWORTH COMPANY 














Number Unit Total 
in Stock Item Retail Price Retail Price 
74 Tweed sport hats $6.50 $481.00 $240.50 
29 Tweed sport hats 3.50 IOI.50 2.75 99.75 
Total $582.50 $320.25 


chandise. Such a group reduction probably would have to 
amount to at least 50% of the selling price in order to attract 
attention. The entire lot could be placed on display on a bargain 
table with a sign indicating that all the merchandise was being 
sold at 50% below the marked price. 

On the other hand, a 50% reduction on the entire group would 
make it appear that all merchandise in the lot had depreciated 
equally. It was doubtful if such was the case, especially in the 
infants’ wear department, where a large portion of the merchan- 
dise was being reduced simply because it was soiled or shelf worn, 
and would have to be replaced immediately. In the millinery de- 
partment, however, the style element was the chief cause of 
reduction. Since a group reduction in either department would not 
take into account the original cost of the merchandise, such a 
mark-down would result in a heavy loss on some items and a 
slight loss on others. A unit mark-down would enable the buyer 
to consider the original cost of each item, the demand for that 
item, and the extent to which its value to customers had been 
reduced, and to mark the merchandise accordingly. 

The question was referred to the merchandise manager, who 
decided to take a group price reduction of 50% in the millinery 
department, and to take mark-downs by individual items in the 
infants’ wear department. 


CoMMENTARY: The decision of the merchandise manager appears to 
have been in accordance with sound policy. When it becomes necessary 
to reduce a retail price, little consideration can be given to the 
original cost of the merchandise in question; since the merchandise 
has failed to sell at the original price, the problem is to reduce it to 
a price low enough to effect a prompt sale but not lower than neces- 
sary to effect such sale. In determining such a price, it is necessary 
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to seek the reasons why the merchandise has failed to sell at the 
original price. 

In this case the reasons necessitating the mark-down were not the 
same in the two departments. With respect to the millinery depart- 
ment, the hats could not be sold at their original retail prices because 
of style obsolescence. This was a cause which affected all the hats 
practically in the same degree. Consequently, a uniform price re- 
duction on all these hats was entirely feasible. 

On the other hand, in the infants’ wear department the factor of 
style obsolescence was not the reason for the failure of this mer- 
chandise to sell at the original retail prices. Price reductions were 
necessary here because numerous items of merchandise were soiled and 
otherwise shopworn. Evidently this cause did not apply with equal 
effect to all the items under consideration. Consequently, a general 
group price reduction might have resulted in lower prices than neces- 
sary on some items and not sufficiently low prices on other items. 
Therefore, in taking mark-downs in this department it was a sound 
procedure to consider the condition of each individual item and its 
relative salability. 

It may be pointed out incidentally that some of the mark-downs in 
the infants’ wear department might have been avoided if merchandise 
had not been carried at so many different retail prices.? 


April, 1927 M.P.M. 





For instances of reduction in the number of price lines in women’s shoe depart- 
ments of department stores, see Bureau of Business Research, Harvard University, 
Bulletin No. 59, Cases on Merchandise Control in Women’s Shoe Departments of 
Department Stores, pp, 22-50. 


Ivar SHOE Company! 
CHAIN STORES—SHOES 


Pricinc—Single-Price Policy in Chain Stores. In three of the five retail 
shoe stores that it operated, a company featured shoes, for both men 
and women, which it sold under its private brand at a single price of 
$5. The company had planned to establish that line as the principal 
line in all its stores, but increases in the prices of leather in the autumn 
of 1924 led it to consider changing its single-price policy. The gross 
margin on the women’s shoes had been adequate, but the margin on the 
men’s shoes had been narrow. The president of the company was 
averse to discontinuing the men’s department, however, inasmuch as 
it carried a part of the overhead expense. 


(1924) 
The Ivar Shoe Company operated a chain of five retail shoe 
stores, each in a different city. All sales were made for cash. 


In 1924 the company’s total net sales were $3,500,000. These 
sales were divided among the five stores approximately as follows: 


PGT AalOUSCale sam. ecicea eb ohne eons Poe ae ee: $1,500,000 
mcinna liastores:..2 ese: aha Ok Cae 700,000 
BOE CS tC TASLOEG. Rh ao aia ake ete bath eae ee 500,000 
PV ICUSe MELOLG ee Lut whi non «udoinc auctor teen 500,000 
PIC ae LOL E mits soho ale nies eee catus EAE eer eee 300,000 


All the company’s stores sold men’s and women’s shoes at 
bargain prices, and the Buffalo, Cincinnati, and Rochester stores 
also sold a line of shoes at a single price of $5 a pair. The com- 
pany had planned eventually to establish the single-price line as 
the chief line for all the stores. In December, 1924, the single- 
price shoes had been sold in the Buffalo, Cincinnati, and Roches- 
ter stores, under the Ivar Shoe Company’s own brand, for a year 
and three months. The quality of the shoes had been maintained, 
slight variations in cost being absorbed in gross margin. 

During October and November, 1924, leather prices had risen,” 
and, because of the effect which higher leather prices might have 
on the cost prices of the shoes which it was selling for $5, the 





1 Fictitious name. 


? Harvard Economic Service, Committee on Economic Research, Cambridge, 
Massachusetts, Weekly Letter, December 13, 1924: 
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Ivar Shoe Company in December of that year considered chang- 
ing the single-price policy. 

During 1924 the total expenses of the company, exclusive of 
interest on owned capital, amounted to 27% of net sales. The 
maintained gross margin from October, 1923, through April, 1924, 
was about 25% of net sales. The advertising appropriation for 
the year 1924 was $75,000. About half this amount was spent 
in advertising, in Buffalo, Cincinnati, and Rochester newspapers, 
the company’s single-price line of $5 shoes. The remainder of 
the appropriation was spent for institutional advertising in all 
five cities in which the company’s stores were located. 

The Cincinnati store had been established for three years, the 
Rochester store for two years, the Buffalo store for one year and 
three months, and the Syracuse and Utica stores both for one 
year. The Cincinnati, Rochester, Syracuse, and Utica stores 
were located centrally in the retail areas of their respective cities, 
but the Buffalo store was situated several blocks from the center 
of the shopping district. 

In each of the stores selling both the single-price and the bar- 
gain shoes, the bargain department was operated independently 
of the single-price merchandise department and had a separate 
buyer and a separate sales force. All goods to be sold at bargain 
prices were purchased in job lots. The company sought to obtain 
an average mark-up of 37.5% on selling price in the bargain 
departments. Total sales of the bargain departments in 1924 
were approximately as follows: 


BufialosStorewac mere caso g ate ere ale Serene $500,000 
Gincinnatitstores ota ccn ca ence eee ee ee 300,000 
RioCHeStermStOre tard. Gice = sieiaio «Aes eae a 150,000 
SV LACUSEUSLONE sevnercalsia tails cucu sun eee ene 500,000 
WI TICASSCOLE Sopa src ties cept mice hte hr ieee ee ee ee 300,000 


About 67% of the company’s total sales in the $s lines were of 
women’s shoes, 25% of men’s shoes, and 8% of children’s shoes. 
For 1924 the average billed cost of women’s shoes to be sold at 
$5 was $3.50 a pair; the manufacturers allowed a discount of 


INDEX OF SOLE LEATHER PRICES 


1923 1924 1923 1924 
ANUARY Ie wttotastscererterocsksveverarnerets Beas 435 JULY sier tocoisvecopatars hea cee carson seeke 5.25 -430 
Februarywiwioe ile ciceicc ects Sek 435 AUgUSt. Pec eacioe eine soe eee .498 -430 
March) (isc, aceie leis ove sus. oisters siete -565 435 September c0 o< csc.ces sie eters -458 +430 
AE Deo accatrke ote Gee eanietteer ee .565 -435 October: | Bick isi erateraeews oud oeens -450 442 


Play Peete cae cheesy ines 2555 435 INovemberaienmncanc eee ete -438 458 
JUNE: ehlow pete wetecoiein ounpeletome eels 555 431 Deceimbers “ra.s ose ies vere ee ere +435 hele 
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7% for payment by the tenth of the month following receipt of 
the invoice. The average rate of stock-turn in the five women’s 
shoe departments was two times a year. The style element, which 
was difficult to forecast, was the controlling factor in the sale of 
women’s shoes. Occasionally, after carrying a lot of shoes for 
from six to nine months, the stores marked them down to $3.90 
or $2.90 a pair during special sales held in January and July. 
The management estimated that, in order to allow for the possi- 
bility of losses resulting from style obsolescence, the women’s 
shoes should have an average original mark-up of at least 35% 
of selling price. 

The Ivar Shoe Company purchased welt shoes regularly from 
four manufacturers, turn shoes from two manufacturers, and 
McKay process shoes from two manufacturers. It purchased no 
job lots for the regular $5 lines. During 1923 and 1924 the 
manufacturers from whom the company bought women’s shoes 
for sale at $5 a pair had been able to improve the quality and 
style of those shoes as a result of manufacturing economies. A 
further increase in leather prices, however, might counteract 
those economies, and the president of the Ivar Shoe Company be- 
lieved that the manufacturers’ prices for the women’s shoes car- 
ried by the company might rise as high as $3.75 a pair. The 
company’s first purchases for the spring season would be made 
about January 20 and deliveries could be obtained in about four 
weeks. Five per cent of the novelty shoes and 30% of the staple 
shoes would be ordered at that time. 

The situation was less satisfactory with respect to the men’s 
shoes which the company sold for $5 a pair, because on those 
shoes the company had sustained an actual net loss. The average 
billed cost of those shoes to the Ivar Shoe Company during 1924 
was $4.20 a pair, which was approximately the same as the cost 
when the $5 price was inaugurated. The manufacturers offered 
cash discounts of 5% for payment by the tenth of the month 
following delivery. The rate of stock-turn for the men’s shoes 
was approximately two times per year; the president of the com- 
pany considered that the turnover should be increased to at 
least 3% times a year. During the semiannual sales, men’s shoes 
were marked down to the same prices as were women’s shoes. 
From 10% to 15% of the company’s annual sales volume was 
obtained during these special sales. 
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In the sale of men’s shoes, quality was an important factor. 
From the experience of other shoe stores, the president considered 
it impossible to reduce the quality of the leather and workman- 
ship in men’s shoes, and at the same time maintain the volume 
of sales. In spite of the net loss, he believed that so long as the 
operation of the men’s departments yielded a gross margin larger 
than their direct selling expense, their continuance was justified 
because they were carrying a part of the general expenses of 
the company. Even if sales of men’s shoes were discontinued 
entirely, it would not be possible to reduce the overhead expenses 
appreciably, since it did not seem likely that the sales of women’s 
shoes could be increased sufficiently to cover the part of the 
overhead expenses which was carried by the sales of men’s shoes. 

The situation with respect to children’s, misses’, and boys’ 
shoes was satisfactory, but these lines were of comparatively little 
consequence because of the small volume of sales. 

The major problem faced by the management was that of price 
policy. 


Commentary: This case is primarily concerned with the policy of 
selling all shoes at a single price.? There are certain supposed ad- 
vantages in concentrating all sales of shoes at a single price. In the 
first place, it is argued that association in the customer’s mind of shoes 
of a certain quality with one specific price has a psychological effect 
which lowers sales resistance, partly because of the assurance given 
the customer that he will not have to pay more than $ 5, for instance, 
for a pair of shoes if he patronizes this particular store. Experience 
seems to indicate that this argument applies more strongly in the case 
of men’s shoes than in the case of women’s shoes. Consequently, the 
final decision of the Ivar Shoe Company with respect to its price 
policy would have to be conditioned by its decision as to whether it 
should concentrate on either men’s or women’s shoes or continue to 
sell both. 

Another advantage quite clearly arising from a single-price policy 
is the greater ease of stock control.t Also, it may be possible to secure 
a more rapid rate of stock-turn and to avoid losses from the accumu- 
lation of unsalable sizes when shoes are sold at a single price, because 





3A distinction should be made between a single-price policy and a one-price 
policy. For cases on one-price policy, see Pulitzer Company, 3 H.B.R. 180; Win- 
dermere Dry Goods Company, 3 H.B.R. 392; Ellsworth Company, 3 H.B.R. 403; 
Rickel Shoe Supplies Company, 3 H.B.R. 431. 


*See Leon Shoe Company, 2 H.B.R. 140. 
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if shoes are sold at a variety of prices it is necessary to carry an ade- 
quate range of sizes for each price, with the result that some unsalable 
sizes are almost sure to be accumulated. These are important con- 
siderations for a chain store. 

There are certain important disadvantages, however, connected with 
a policy of selling all shoes at a single price. These may be summar- 
ized as follows: 


1. If a single price is to be maintained over a considerable period of 
time, it becomes necessary to vary the quality of the shoes offered be- 
cause of changes in the cost of leather and changes in production 
costs. In the long run, it would appear to be more important for a 
merchant to maintain uniformity of quality than uniformity of price. 

2. When all shoes are sold at a single price, there is inevitably a 
wide variation in the ratio of mark-up on different shoes. In some 
instances, shoes sold at $5 may have been purchased for not more 
than $2 or $3; in another instance, they may have cost as much as 
$4 or $4.50. This variation of mark-up, furthermore, is not, under a 
single-price policy, necessarily related to the desirability of particular 
shoes in the eyes of potential customers. The inflexibility of a single- 
price policy has a further disadvantage in not permitting a higher 
mark-up on shoes which may at a particular time be especially at- 
tractive because of style features, but which may later suffer rapid 
obsolescence because of changes in fashion. 

3. On a rising market, the margin of profit may be dangerously 
narrowed, as the experience of the Ivar Shoe Company indicates; 
while, on a falling market, the inflexibility of a single-price policy in- 
creases the difficulty of meeting competition. 

4. Adherence to a single-price policy is a handicap in taking mark- 
downs. 

5. A store operating on a single-price policy definitely foregoes any 
advantages that might arise from offering a wider range for selection 
by means of carrying shoes at several different prices. 

6. A policy of selling all shoes at a single price restricts the sources 
of purchase. 


Although on a theoretical basis there are more arguments against a 
single-price policy than there are arguments in favor of such a plan, 
it must be recognized that for a chain store selling shoes of low-medium 
quality, the arguments in favor of this policy have particular weight. 
In certain respects, however, the single-price policy partakes of the 
nature of a fad, and perhaps eventually will not be so effective a sales 
promotion device as it appears to be at the present time. Therefore 
it does not seem advisable to recommend it as a long-run policy. 
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In meeting its immediate problems, the Ivar Shoe Company needed 
to increase its margin of profit, speed up its rate of stock-turn, and 
decrease the ratio of expense to sales. In seeking to accomplish these 
ends the company should have used several different prices, presum- 
ably not more than six, in order to secure a somewhat higher mark-up; 
held clearance sales of obsolete stock; and initiated a detailed stock 
control system.® Eventually the company should have discontinued 
its bargain lines of shoes and concentrated on either men’s or women’s 
shoes. 


April, 1927 M.P.M. 





®See Bureau of Business Research, Harvard University, Bulletin No. 59, Cases 
on Merchandise Control in Women’s Shoe Departments of Department Stores. 


Hostin Grocery Company}? 
IMPORTER—CANNED PEAS 


Pricinc—Estimating Landed Cost of Imported Merchandise. A company 
which imported groceries for wholesale and retail distribution purchased 
from a French canning company 500 cases of peas f.o.b. Havre on a 
60-day sight draft. As it was necessary to quote the selling prices on 
the peas before their receipt, the company made an estimate of landed 
cost, forecasting exchange values and making allowances for insurance 
and wharfinger charges. The estimate indicated that the company could 
obtain its desired percentage of mark-up by selling the peas at its usual 
wholesale price and at a retail price slightly lower than usual. The actual 
landed cost proved to be slightly less than that estimated. 

Pricinc—Selling Prices Based on Estimated Landed Cost. Because a com- 
pany importing groceries for wholesale and retail distribution had to set 
the selling price of a shipment of French peas before it received them. 
it made an estimate of landed cost, in order to determine whether the 
peas could be sold at the company’s usual prices of 35 cents a can retail 
and 30 cents a can wholesale. The estimate indicated that the company 
could sell the peas at 33 cents a can retail and obtain its usual 50% 
mark-up on the item. The company, however, fixed the retail price at 
35 cents, because its competitors were selling similar peas at that price 
and because it wanted a price which was a multiple of five. 


(1924) 


The Hoslin Grocery Company, an importer of groceries for 
wholesale and retail distribution, wished to determine whether it 
could sell, in 1924, an importation of high-grade canned French 
peas at the usual prices of 35 cents per can retail and 30 cents 
per can wholesale. 

For about 40 years, the Hoslin Grocery Company had pur- 
chased annually from 400 to 500 cases of peas from a canning 
company located near Paris. Each case weighed 139 pounds and 
contained 100 cans. The company sold about 75% of the im- 
ported peas at retail and about 25% at wholesale. It obtained a 
mark-up on this product of about 50% on landed cost when 
selling at retail, and of about 30% on landed cost when selling 
at wholesale. The Hoslin Grocery Company did not favor the 
plan of having one percentage of mark-up for all its imported 
merchandise. The company marked up each product separately 


1 Fictitious name. 
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on a basis of actual cost and with reference to the salability of 
the product. 

The Hoslin Grocery Company maintained its own foreign 
department at an annual cost of about $12,000. This department 
made arrangements for purchases from foreign exporters and 
entered the merchandise through customs. The company included 
the cost of maintaining the foreign department in the percentage 
of mark-up added to the cost of the merchandise to determine the 
selling price. 

In April or May of each year, the French canning company 
asked its customers to state their requirements for the year; the 
French company canned only enough peas to meet these require- 
ments. The Hoslin Grocery Company placed orders for canned 
French peas in June of each year for delivery as soon as possible, 
which was usually about the first of September. The company 
purchased all its canned French peas in one shipment, because 
the peak of the sales was in the fall and because the French can- 
ning company was likely to increase the price after the first orders 
had been received. The canning company, moreover, allowed a 
quantity discount of about 1% on orders of 500 cases or more. 

The Hoslin Grocery Company received orders for the peas 
throughout the year and made deliveries on these orders between 
the middle of September and the first of June. It sold and deliv- 
ered about 60% of the peas between the middle of September 
and the first of January. The company received about 10% of 
the wholesale orders during July and August, but there was prac- 
tically no retail market for canned peas during those months, 
because of the large sales of fresh peas. As the peas were likely 
to spoil if kept for more than one year, the company endeavored 
to sell what it received in the fall before June of the following 
year. 

The Hoslin Grocery Company had to fix the selling prices of 
the French peas before it received them. Quotations had to be 
made to wholesalers who placed their orders before the peas 
arrived, and the retail price had to be printed in the company’s 
price catalogue. The company did not guarantee the prices 
against change, but believed that it was advisable to avoid chang- 
ing them. The fact that the importer paid for the French peas 
in francs, 60 days after receipt of the draft drawn by the sup- 
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plier, and the fact that the product was a competitive one, were 
further reasons why it was important for the Hoslin Grocery Com- 
pany to fix the prices with care. 

In June, 1924, the French canning company quoted to the 
Hoslin Grocery Company a price of 325 francs per case f.o.b. 
Havre. This price appeared to be favorable as compared with 
prices quoted by other canning companies in France. The size 
of the pea crop in France and the cost of canning peas in 1924 
were about the same as in 1922 and 1923. The Hoslin Grocery 
Company, therefore, placed an order for 500 cases of peas with 
its customary supplier and undertook to determine the retail and 
wholesale prices at which the peas would have to be sold in order 
to yield the company the usual mark-up above the landed costs. 

In June, 1924, when the Hoslin Grocery Company placed its 
order with the French company, the exchange value of the franc 
was $0.0530. The fluctuations in the exchange value of the franc 
from March 1 to May 31, 1924, are shown in Exhibit 1. 


EXHIBIT I 


VALUE OF FRENCH FRANC IN UNITED STATES DOLLARs, 1924 








Export Trade and Finance,*issue of March 1, 1924............++++-++0: $0.0427 
SOP IMEN (Wit: nodogo do hasenwdanchannse -0385 
AS SUCTOM ADIL log en nent ee Reet rete eee ee -0573 
ISSHELON-A DILL faethe Nee ee ee -0623 
HSSUL CLO LM Aves ian tora soem wie arin ARAN Cem -0648 
issue ol May tein eee Rie Oo .0567 
issue OL Naiyes Tansy ker Tana re a 0539 





*Closing figures for week preceding the date of publication. 


The Hoslin Grocery Company estimated that the exchange 
value of the franc in the latter part of September or the first part 
of October, when the company would pay the draft for the in- 
voice, would be $0.0550. The company expected the value of the 
franc to rise in July and August, when imports were large and 
many Americans were traveling in France. If it became evident 
that the value of the franc was going to increase above $0.0550, 
the company could purchase enough francs to cover its order 
before the value of the franc reached a much higher point. The 
Hoslin Grocery Company, therefore, figured the cost of 500 cases 
of French peas at 325 francs per case to be $8,937.50. 

The company, in determining the landed cost of the merchan- 
dise, allowed 1% of the invoice value of the merchandise, $89.38, 
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for insurance, although on the open policy with which the com- 
pany would insure this shipment the actual cost of the premium 
would be only $60. The difference would offset incidental ex- 
penses attributable to the foreign department and not included 
in the $12,000 expended in maintaining that department. 

Since there was no direct sailing from Havre, the port from 
which the company’s shipments from Paris to the United States 
were made, to Boston, where the Hoslin Grocery Company main- 
tained its main office and warehouse, the company had to ship 
its merchandise from Paris through Antwerp, Liverpool, or New 
York. The freight rate on canned peas from Havre to Boston 
through New York was 135 shillings per 1,000 kilograms (2,204.6 
pounds). The rate from Havre to Boston through Liverpool was 
90 shillings per 1,000 kilograms, and the rate from Havre to 
Boston through Antwerp was 80 shillings per 1,000 kilograms. 
As the time the shipment would be in transit would be about the 
same for all three routes, and as the three steamship companies 
which gave these quotations were equally reliable, the company 
would have the merchandise sent by way of Antwerp. 

The Hoslin Grocery Company would have to cable enough 
shillings to pay the freight charges at the time the merchandise 
was placed on the vessel at Havre. The company believed that 
the exchange value of the pound sterling would not be higher than 
$4.40 on the date on which the freight would have to be paid. 
The exchange value of the pound sterling on the day the order 
for the peas was placed was $4.31. For several weeks previous 
to that date, the exchange value had been slightly below $4.40. 
With this rate of exchange, the company figured the freight 
charges on this shipment of 69,500 pounds to be $554.75. 

Canned peas bore a specific duty of 2 cents a pound. This 
duty would increase the cost of the shipment by $1,390. The 
railroads which owned the Boston wharves placed a wharfinger 
charge of 5 cents a case on importations into Boston. If the 
merchandise was to be shipped to an interior point on the railroad 
owning the wharf where the merchandise was landed, the wharf- 
inger charge was included in the railroad freight rate. The peas 
which the Hoslin Grocery Company imported were taken from 
the wharf to the warehouse by truck. A total of the costs enum- 
erated above determined the landed ccst of the merchandise, as 
given in Exhibit 2. 
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EXHIBIT 2 


EstimaTEep Cost to Hostin Grocery Company oF Its 1924 
IMPORTATION OF CANNED FRENCH PEAS 





Invoiced Cost (500 cases at 325 francs; estimated value of 


TARE DOG RO MEP eee es bee Leet MERON cetera Bod $8,037.50 
Insurance ("7% of $3,037.60). so, ones ioe. 89.38 
Freight (estimated value of pound sterling $4040) ee ee 554.75 
Dubya(Gicents)per pound ere a een en ene! I,390.00 
Wharfinger Charge (5 cents per case)................. 25.00 
Blobel @anaed Coster cue. MWe ec Ree an. Wet AN ie et ahonds. $10,996.63 
Costperi Cac che tenia e ar My meh Set ae ae Whee tn hE Cid so Dak cia ae 21.99 
SEOs DELI AL AN ce, EU Seas. MILER Rota) Os Te am ANI BE 222 
Retail Selling Price at the Desired 50% Mark-up................. B23 
WscaleRetailisellingi Price ser eer mene manna eens cen nam aah 





These estimates indicated that by selling the peas at 33 cents 
a can retail and at 30 cents a can wholesale the Hoslin Grocery 
Company could make the desired profit. The company decided, 
however, to sell its 1924 importation of peas at 35 cents per can 
retail. Competitors sold similar grades of canned French peas 
for 35 cents per can, and the company wished, moreover, to set 
the price at the nearest multiple of five. 

The 500 cases of peas which the Hoslin Grocery Company 
ordered from the French canning company were shipped on July 
20 and received in Boston on September 15. The draft for the 
invoice was presented to the Hoslin Grocery Company on August 
2; it took the draft 13 days to reach the importer. The exchange 
value of the franc on October 2, the day on which the 60-day 
draft was paid, was $0.0527. The exchange value of the pound 
sterling on the day the freight was paid from Havre was $4.36. 
The actual cost to the Hoslin Grocery Company of the 500 cases 
of peas is shown in Exhibit 3. 


EXHIBIT 3 


Actua Cost To Hostin Grocery Company or Its 1924 
IMPORTATION OF CANNED FRENCH PEAS 








Invoiced Cost (value of the franc, $.0527)........ eae $8,563.75 
Insurance (1% of $8,417.50, which was the valuation of 
the merchandise insured at its franc value of $.0518 on 


SIUM gek ene easiegs ica ays an Ga crcl eae se ene eae ri nce 84.18 
Freight (at the July 15 rate of sterling, $4.369)......... 550.84 
DUG Yeeeah ere ieee mame hatte e Sdued wees: 1,390.00 
NW ebarhingen Charge an cess ne ote Meme etn oes 25.00 
Rotalblandedi Cost grams. aca se ents in acter tieetis uate oe diae $10,613.77 
CostpermCaseremrea tiaye mance ea tte ee eR eps ee op a 21.22 


Costiper Can Smrcmia pecnne eases Seas oer cde be rae Ore his see ieee Rok 
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Commentary: The chief issue in this problem concerns the determi- 
nation of selling price of an imported commodity on the basis of an 
analysis of probable landed costs in the United States. It was necessary 
to set the selling price in advance of the receipt of shipment and pay- 
ment. The chief uncertain factors in determining the landed cost were 
the fluctuations in the rate of exchange of the franc and the pound 
sterling. The product considered was a staple luxury. Since on such a 
product a medium high rate of mark-up was possible, the estimates of 
landed costs did not require so great a degree of refinement as would 
be necessary where narrow margins of profit rule. Nevertheless, because 
the product was competitive, the company had to fix prices with care. 

In making the estimates of costs, the Hoslin Grocery Company took 
what it believed would be the highest exchange rate for the franc when 
the payment would be made in October. In like manner it took the 
highest expected rate for the pound sterling. On the basis of these ex- 
change rates, the company estimated that, allowing its customary per- 
centage of mark-up, the possible selling price would come to 33 cents a 
can, well within the usual retail price of 35 cents a can charged for this 
line of merchandise. The company also allowed in its estimate a 50% 
increase in the cost of insurance over the actual cost under its blanket 
insurance policy. Import duty, being specific, offered no uncertainty in 
forming the estimate. 

The exchange risk was further lessened by the fact, as stated in the 
case, that the company could later in the spring or summer cover its 
exchange if the evidence then seemed clear that the franc was likely to 
advance beyond the earlier estimates. This would require, however, 
that some one in the organization was making it his task to follow care- 
fully exchange movements in relation to all the company’s foreign obli- 
gations. Furthermore, a considerable exchange advance beyond the 
$0.055 allowed in the estimate could do little more than reduce the 
company’s gross profits by a small amount, in view of the fact that the 
company had made rather generous estimates of the elements involved 
in determining in advance the landed costs and that there was still a 
margin of 2 cents a can between the computed necessary minimum to 
realize a 50% mark-up and the 35 cents set as the actual price. Ex- 
change could have gone to $0.06 per franc and the company could still 
have given 35 cents as the selling price. While there was certainly a 
risk that exchange might go much higher than anticipated, it is also 
true that even a much higher exchange than was anticipated would 
still enable the company to make a profit. There remained also the 
possibility of later advancing the catalogue selling prices, if necessary. 
It might be argued, therefore, that, although not following the most 
conservative method, the company was not assuming any unusual risk 
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in following the plan outlined. For a semi-luxury product such as this, 
where a high rate of mark-up is customary, the risk of actual loss due 
to exchange fluctuations was relatively small, and the need of protection 
by purchase of future exchange therefore less necessary than in a prod- 
uct where margins are narrow. 

Nevertheless, it must be admitted that the company was taking un- 
necessary, even if not large, risks on the exchange rate. At the best, 
the exchange rate selected was a matter of opinion. There could be no 
assurance in 1924 that it was the maximum. Doubtless the company 
could have arranged with its bank, at the time of placing the order, a 
contract for delivery of francs on October 1 at a definite rate, and thus 
have avoided risk of high rates. This would have been the safest 
method, especially during a period of such considerable exchange fluc- 
tuations in francs as were still common in 1924, as shown by the table 
of exchange rates given in the case. And this plan being safest, there 
seems to be no good reason why the company should not have fully pro- 
tected itself. As a merchandising company, the Hoslin Grocery Com- 
pany could not afford to take risks in purely exchange matters, even 
though those risks were apparently not large, when it was readily pos- 
sible to have eliminated such risks by buying forward exchange. 


December, 1927 G. B. R. 


Quasoac Hosiery Company! 
MANUFACTURER—HOSIERY 


Pricinc—Fluctuations in Foreign Exchange as Factor in Exporter’s Prices. 
An American company manufacturing medium-priced hosiery quoted 
prices to English wholesalers in terms of sterling. Most of the orders 
were placed during the latter part of the year for delivery in the follow- 
ing spring. When the exchange value of the pound sterling rose in 
February, 1925, the company decided not to reduce its prices to English 
customers and thereby antagonize wholesalers who already had pur- 
chased for future delivery, although it would encounter competition from 
American manufacturers who did reduce prices. 


ApvertTiIsInc—Establishing Consumer Demand in Foreign Market. An 
American company manufacturing medium-priced hosiery, and quoting 
prices to English wholesalers in terms of sterling, did not reduce its 
prices to English customers when the exchange value of the pound 
sterling rose in February, 1925, because it did not wish to antagonize 
those wholesalers who already had purchased for future delivery. In 
order to meet the competition of American manufacturers who did reduce 
prices, the company decided to conduct an advertising campaign designed 
to establish consumer demand for its hosiery in the English market at 
a higher level of retail prices than the prices of competitive hosiery. 


(1925) 


Because of an unexpected profit on its sales in the English 
market resulting from a favorable movement in the exchange 
value of the pound sterling, the Quaboag Hosiery Company, in 
1925, had an opportunity to reduce prices to English wholesalers. 

The Quaboag Hosiery Company, located in northern New Jer- 
sey, was well known in 1925 as a company of more than 25 years’ 
standing in the production of low-priced and medium-priced 
hosiery of good quality. The company produced men’s, women’s, 
and children’s stockings. Prior to 1922, Quaboag half hose for 
men sold at retail for from 15 cents to 35 cents a pair, children’s 
stockings for from 15 cents to 35 cents a pair, and women’s 
stockings for from 25 cents to 75 cents a pair. In 1922, in recog- 
nition of the changed character of consumer demand for hosiery, 
the company determined to produce hosiery of greater variety 
and higher quality; consequently, in 1923, the company’s entire 
sales emphasis was upon hosiery to retail for 75 cents and $1. 


1 Fictitious name. 
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In that year, a women’s pure silk and fiber stocking and a 
men’s pure silk half hose were leading styles retailing for $1. A 
women’s wool and cotton mixture stocking sold for 75 cents; the 
same style with fancy clocks sold for $1. The company produced 
a men’s half hose of gassed mercerized cotton to sell for 75 cents. 
In addition, the company made a small quantity of men’s all wool 
half hose to sell at $1.35 and of women’s pure silk stockings to 
retail at $1.50. It also produced children’s hosiery to sell at from 
25 cents to 50 cents a pair, and continued production of the 
cheaper grades of men’s and women’s hosiery to sell at from 25 
cents to 75 cents. 

The situation with respect to styles and prices was the same in 
1924 aS in 1923, and the company intended to continue on that 
basis throughout 1925. Approximately 90% of the company’s 
domestic sales were packed under the Quaboag label. The re- 
mainder were packed under wholesalers’ private brands. 

The Quaboag Hosiery Company had begun to sell hosiery in 
the British Isles in 1913, and had built up a substantial goodwill 
there. Until 1917, two agents had represented the company in 
England, one in London, who also had served Scotland, Ireland, 
and Wales, and the other in Manchester, who had served the 
remainder of the territory. The outbreak of the World War had 
caused an increase in the company’s hosiery sales in the English 
market. The company’s annual sales, in dozens of pairs and in 
dollars, in the English market from 1915 to 1924, are given in 


EXHIBIT I 


ANNUAL SALES OF QuaBoac HosiERY CoMPANY IN THE ENGLISH 
MARKET, I915 TO 1924, INCLUSIVE 





Sales in Dozens Sales in 

Year of Pairs Dollars 
TOUS ARENA eR rere « oe ora rene 605,683 $ 918,341 
MO LOR eee erate: ec teen rue me ert 642,941 1,082,098 
eT U7 Moment tect aliouistints, Sue eared ALA wish eevee 279,379 723,633 
TOL Grace eel cea teen eee waco a Ae Come cred 144,195 560,585 
LO EQ ee uersysen nsec es vsisise Nios shs sis eit ote muceress 415,319 1,789,813 
LO 2O Maeno ove ts hone ees tewcusnsde nits oats wolesoiaqsbens 254,174 1,247,311 
LO DU cn tea eens Mosse tele ope ich auete eupteate x 121,996 478,278 
TG) 22 epeinve eae sya sh sesades wat cosine tae) ahi 319,027 886,854 
TQ2 3 pA yack tee eee eee 98,506 357,005 
TQ 2A ard Netter ue ese rays tied wee eee da 146,230 590,221 
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Exhibit 1. The volume of sales attained in 1915 and 10916, 
amounting to about $1,000,000 in each year, had not continued 
through the succeeding years, partly because of the entry of the 
United States into the war and partly because of the release of one 
of the company’s agents in 1917. After that time, but one agent, 
with headquarters in London, had represented the Quaboag 
Hosiery Company in the British Isles. The company’s English 
sales in 1924 were about $600,000. 

The orders which the Quaboag Hosiery Company received from 
English customers during 1923, 1924, and January, 10925, are 
given in dozens of pairs, by months, in Exhibit 2. Those orders 
totaled 47,217 dozens of pairs in 1923, and 183,196 dozens of 
pairs in 1924. 

EXHIBIT 2 
Hosiery ORDERED FROM QuaBoac Hosiery ComMpANY By ENGLISH 
WHOLESALERS, IN Dozens or Pairs, By Montus, JANUARY, 192 3 
TO JANUARY, 1925, INCLUSIVE 




















Monn OrvErs (In Dozens of Pairs) 
1923 1924 1925 

J ATIUA TY Ane sate eesti ecore wes 4,726 15,5901 15,731 
NC DEUATY arte niente nee crete 200 6,825 
MarchPematinen (ois o. ettn en 100 5,508 
(Arle aren, SEALER Ra lee Been ae 6,277 8,371 
Mia ype tera skeen ak een Sanh a 2,644 8,452 
Metre teehee trite hart 2,720 12,769 
July cree eee inne y Pak) oe er vee fk were 8,085 
NUCUST Mae tree, owt cg tee 3,205 22,037 
September seen it a Gener 6,350 32,1904 
October tumncucchetia ct ae anon 5,230 33,345 
November yeni te bees sh cis 13,678 15,234 
December itasee neh elceee in. ace 2,087 13,885 

POCA A Ren seetnsty tae vice i oe 47,217 183,106 


ee eee 


The Quaboag Hosiery Company was able to sell only women’s 
hosiery in the English market. Only stockings of wool were in 
much demand for men’s and children’s wear, and the Quaboag 
Hosiery Company could not market woolen hosiery in the English 
market in competition with local manufacturers. 

Until 1924, all the hosiery which the Quaboag Hosiery Com- 
pany sold in the English market was marked with wholesalers’ 
private brands; the Quaboag name did not appear. The com- 
pany’s general policy with respect to brands was to reduce and 
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eventually to eliminate sales of its hosiery under private brands. 
In accordance with this policy, an executive of the company suc- 
ceeded, in 1924, in persuading English wholesalers to sell Quaboag 
hosiery under the Quaboag brand. 

In order to serve the retailers in the United States to whom 
it sold directly and to whom prompt deliveries were more impor- 
tant than quality or price, the Quaboag Hosiery Company, in 
1923, had established a service stock department at the mills. 
That department was stocked with active styles of finished hosiery 
in as many as 26 colors and with less active styles in from 3 to 5 
colors. The company, after it effected the change from private 
brands to the Quaboag brand on hosiery sold in the English mar- 
ket, filled orders from English customers from the service stock. 
By this means the company was able to land goods in England 
more quickly than English manufacturers could make goods to 
order and deliver them to the same points. English customs 
law required that every article of imported merchandise which 
bore the manufacturer’s brand should bear also the name of the 
country of manufacture. Consequently, the company had the 
words “Made in the U. S. A.” placed on the labels attached to 
the stockings which went into the service stock. 

The London agent of the Quaboag Hosiery Company sold Qua- 
boag hosiery to a limited number of wholesalers. He endeavored 
to effect as wide a distribution as possible, but to make sales only 
to wholesalers who were not likely to cut prices. The Quaboag 
Hosiery Company made no sales directly to department stores 
or other retailers in the British Isles. In February, 1925, the 
company had 63 active accounts in the English market. The rela- 
tions between the Quaboag agent and the wholesalers who bought 
Quaboag hosiery were of the best and the company valued that 
goodwill highly. 

The Quaboag Hosiery Company’s prices to English wholesalers 
were in terms of sterling and included the mill prices plus all 
transportation and other charges incident to making delivery in 
London. The terms extended to English customers were 2% 
10 days, net the tenth of the following month. Bills for goods 
delivered after the twentieth of the month became net the tenth 
of the second month following. In Exhibit 3 are shown typical 
mark-ups by English wholesalers and retailers of Quaboag hos- 
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EXHIBIT 3 
TypicaL Mark-ups oF QuasoaGc HosIERY IN THE ENGLISH 
MARKET, 1924 





Manufacturer’s Price Wholesaler’s Price Retailer’s Price 
per Dozen Pairs Per Dozen Pairs Per Pair 
28s 6d 345 11d 3s 11d 
15s 6d 18s 11d 2s 6d 


14s 16s 11d Is 11d 








iery. The first example is that of the stocking which sold in the 
United States for $1 a pair. The wholesalers’ mark-up on that 
article was 18% on the selling price, and the retailers’ mark-up, 
26% on the selling price. 

In the case of women’s hosiery, the buying motives of English 
consumers were substantially the same as those of American 
consumers. Within the decade 1914 to 1924, a large proportion 
of the women in England, as well as in the United States, had 
come to demand high-priced silk stockings in many colors in pref- 
erence to low-priced, durable cotton or lisle stockings. Most of 
the colors popular in the United States were popular in the Eng- 
lish market at about the same time. The one important difference 
in consumer demand for women’s hosiery in the United States 
and in the British Isles was that in the British Isles only two 
sizes were in demand, 9 and 91%. The women in the British 
Isles did not recognize the advantages in comfort and economy of 
a close fit. This limitation of the demand to two sizes made it 
unnecessary for the company to place all sizes in service stock 
in anticipation of English orders. 

The English buying season came during the latter part of the 
year. The colors which were most stylish in women’s hosiery 
were different from year to year, and usually it was not known 
until early spring what colors were to prevail during that year. 
Most of the hosiery ordered by English customers was shipped 
before the colors which were to be popular during the approaching 
season were known. The company, in the past, had sold hosiery 
to its English customers in the fall for spring delivery on the 
basis of the colors which were in vogue during the year in which 
the orders were received; that is, during the season preceding 
that in which the hosiery was to be retailed. That method had 
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been satisfactory on the whole, although there had been occa- 
sional complaints. In some cases, a color was known by different 
names in England and in the United States. It was then neces- 
sary to print the English name on the label which was attached 
to each pair of stockings. In December, 1924, about three 
months earlier than it usually was in possession of such informa- 
tion, the Quaboag Hosiery Company knew what colors were to 
be stylish during the 1925 season. The company, therefore, was 
able to fill the orders which it received from English customers 
in the latter part of 1924 for delivery in the spring of 1925, with 
hosiery of the colors which would be popular at the time of de- 
livery. 

In the last 5 months of 1924, English customers placed orders 
with the Quaboag Hosiery Company for 117,595 dozen pairs of 
stockings, most of which were for delivery in the spring of 1025. 
The company sold those stockings at fair market prices which 
were satisfactory both to the company and to the customers. At 
the time that the prices were fixed, the exchange value of the 
pound sterling was figured at $4.40. 

By February, 1925, while the greater part of the orders re- 
ceived late in 1924 were yet undelivered, the exchange value of 
the pound sterling had risen to $4.80. Since the hosiery was to 
be paid for in sterling upon delivery in London, the Quaboag 
Hosiery Company would realize an extra profit of about 9% on 
the hosiery which it had not yet delivered on the orders of its 
English customers. Many of the English wholesalers who had 
ordered Quaboag hosiery expressed fear that, because of the 
appreciation of the value of exchange, the manufacturing com- 
pany would reduce its prices to English customers. If it did so, 
English wholesalers who had not placed orders would be able to 
purchase Quaboag hosiery at lower prices than those paid by 
wholesalers who already had ordered. No figures were available 
as to the quantity of Quaboag hosiery which the English whole- 
salers had on hand, nor could such figures be obtained. If the 
Quaboag Hosiery Company maintained its prices, American com- 
petitors, by quoting lower prices, were likely to secure a number 
of its English customers. For the Quaboag Hosiery Company to 
maintain prices, therefore, would endanger its position in the 
English market, unless it could meet American competition in 
some way. If that could be done, the maintenance of prices 
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would tend to strengthen the English market for Quaboag hosiery. 

The Quaboag Hosiery Company never had advertised the Qua- 
boag brand to any extent in the English market. What advertis- 
ing the company had done had been in the form of announce- 
ments. The Quaboag brand had been entirely unknown to Eng- 
lish consumers until 1924. Since that time, although all Quaboag 
hosiery sold in the English market had been under the Quaboag 
brand, the brand name had not been advertised to consumers. 
The company wished to advertise the Quaboag brand in the Eng- 
lish market and to establish a consumer demand for Quaboag 
hosiery on a quality basis. Sales in past years, and especially 
the orders received for 1925 spring delivery, encouraged the com- 
pany in believing that it could build up a substantial market in 
the British Isles for hosiery bearing the Quaboag label. 

If a definite consumer demand was established for Quaboag 
hosiery in the English market, it seemed likely that retail prices 
for that hosiery could be maintained at a higher level than the 
prices of competitive hosiery. In that case, the company would 
be relieved of the necessity of reducing wholesale prices on its 
lines in order to meet competition. Furthermore, by maintaining 
prices, the company would retain the goodwill of its English cus- 
tomers who had bought before the rise in exchange. 

The company tentatively decided to conduct an advertising 
campaign designed to establish a consumer demand on a quality 
basis for Quaboag hosiery in the English market. For the cam- 
paign, the company planned to appropriate $25,000 of the profits 
it would receive because of the rise in the exchange value of the 
pound. The company spent $2,500 in a preliminary survey of 
the market to determine the best advertising mediums to use. 
The survey was made by an English advertising agency working 
under the direction of the advertising agency which placed the 
advertising of the Quaboag Hosiery Company in the United 
States. 

As a result of the preliminary survey, the company tentatively 
decided to advertise in but one medium, the London Daily Mail, 
which had a circulation of 1,500,000. The English market was 
relatively compact, and the wide circulation of the London Daily 
Mail in that market made that medium seem preferable to mag- 
azines. The company decided to use in the English campaign, 
with minor alterations, the same pictorial advertisements which 
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were being used currently in the United States, or which had been 
used there recently. The copy was to be changed, however, 
because the company believed that a different type of copy would 
be more effective with English customers. Style, which had been 
the principal appeal in Quaboag advertisements in the United 
States for the preceding two years, was to predominate in the 
English advertisements also. 

The amount which the company planned to spend in the Eng- 
lish advertising campaign in 1925 was 3% of that year’s esti- 
mated sales in the English market. Subsequently, if the exchange 
ratio became stabilized so that the company would make only a 
normal profit on orders from English customers, the Quaboag 
Hosiery Company would be faced with the problem of whether 
or not to continue to advertise in the English market. The 
executives of the company were of the opinion that, with only a 
normal profit, the company could not afford to spend 3% of esti- 
mated sales for advertising. 

The executives of the Quaboag Hosiery Company believed, 
however, that the company would be able to maintain its brand 
in the English market with comparatively little effort and ex- 
pense, once the brand was established there. If the company 
succeeded in establishing Quaboag hosiery in the English market 
on a higher price level than the hosiery of American competitors, 
the careful selection by the Quaboag Hosiery Ccumpany’s London 
agent of the wholesalers to whom he sold and the cordial relations 
between the agent and the wholesalers favored the maintenance 
of prices by the wholesalers. 


ComMENTARY: The issue raised here is whether in 1925, in the face 
of the rise of sterling toward parity, sterling price quotations on the 
company’s hosiery exported to England should have been maintained 
and the increased profits resulting from the exchange advance devoted 
to an intensive advertising campaign of the company’s branded product 
in order to create consumer demand at a standard price for a quality 
product. 

The rise in sterling exchange made some adjustment necessary. 
Either prices should have been lowered, or the company’s brand so 
exploited as to maintain the old prices even when the general price level 
in England was falling. Since it was in accord with the company’s pol- 
icy in the United States to eliminate private brands for the establish- 
ment of its own company brand, the company considered the time 
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opportune to create a consumer demand in England for Quaboag prod- 
ucts by a campaign of advertising, thus making a reduction of prices 
unnecessary. It was thought, also, that the maintenance of the sterling 
price would protect the wholesalers who already had bought hosiery. 

There are two chief reasons for believing that the Quaboag Hosiery 
Company was not justified in maintaining prices in England in 1925. 

First, the rise in British exchange in 1924 and 1925 did not appear 
to be a phase of the ordinary fluctuation of exchange. Great Britain 
in 1925 was definitely headed toward a return to parity of exchange and 
the reestablishment of the gold standard. No one, of course, could 
safely predict in early 1925 that this would be the outcome. It is evi- 
dent, however, that the executives of the Quaboag Hosiery Company 
expected such a result, since otherwise the additional profits on ex- 
change, which they were considering for use in an advertising campaign, 
would have been looked upon as only temporary. Had this been only 
a temporary rise, the issue would not have been raised. Exchange 
had all but reached par, and it was to be expected that the rapid ad- 
vance of the pound from $4.40 to $4.80 would soon be halted at or near 
par. 

If it was assumed that such was the significance of the rise of sterling 
in 1924 and early 1925, then it was to be expected that the general 
price level in Britain would be readjusted to the gold standard; that 
is, that sterling prices would fall. It would be imperative, therefore, 
for the Quaboag Hosiery Company to adjust its own prices, first made 
when exchange was greatly depreciated, to the new conditions. The 
company could not expect to hold out against a decline in general 
price levels. Under such conditions, an adjustment of prices by the 
Quaboag Hosiery Company would be meeting adjustments in British 
currency, not actually a failure to maintain prices. In fact, to maintain 
the old prices when exchange reached par would be equivalent to an 
advance in prices. 

Furthermore, if the company had to depend upon profits made by 
exchange to inaugurate and maintain its campaign for establishing the 
Quaboag brand, that dependence was evidence of the weakness of the 
plan. The decision to advertise and establish its brand in England 
should have rested upon the merits of the plan as a merchandising pol- 
icy, not upon a temporary advantage resulting from an advance in 
exchange rates. 

This leads to the second reason for believing that the proposal to 
sustain prices was unsound. It is doubtful if the Quaboag merchandise 
is the type of goods for which the consumer demand can be developed, 
on a quality basis alone, through advertising of the company’s brand. 
Women’s medium-priced style hosiery must sell on the basis of price 
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as well as of style. It is a “shopping good.” This being the case, it 
seems unlikely that the advertising of the Quaboag brand would be 
successful in maintaining prices above the general level. Competition, 
both of other American companies and of English makes of hosiery, and 
of Continental style hosiery, could hardly be met at materially higher 
prices. At competitive prices only would Quaboag hosiery be likely to 
hold and increase its position in the market, not at materially higher 
prices. There would seem to have been nothing to prevent English 
customers from placing orders directly in the United States with the 
Quaboag Hosiery Company itself or with its competitors if sterling 
prices were maintained out of line with gold prices in the United States. 
Furthermore, the company faced the possible competition of hosiery 
mills established in England by American concerns. 

It is stated in the case that maintenance of prices was necessary for 
protection of the company’s selected wholesalers. It was, of course, 
necessary that they should be protected and their goodwill maintained 
if prices were lowered. This might have been done in other ways than 
by maintenance of the price level; for example, by a rebate to the 
wholesalers who had early placed their orders. 

If the Quaboag brand was to be established in England, it should, 
because of the nature of the product, have been upon both a style and 
a price basis. For the hosiery as a branded product it was desirable 
that a stable price be established and maintained. In view of the fact 
that in early 1925 a readjustment in general price levels in England was 
to be expected as the pound approached par and reestablishment of the 
gold standard was effected, the Quaboag Hosiery Company should have 
sought an early adjustment of prices to the new economic conditions. 
Maintenance of prices was justified neither from the point of view of 
the financial and exchange conditions, nor from a purely merchandising 
point of view. In fact, the economic situation in England required 
downward price adjustments, rather than price maintenance, and the 
character of Quaboag products gave no basis for an exception in its case. 
Under the conditions, price maintenance would have been equivalent 
to price increase, and price increase in 1925 would hardly have been 
possible for the type of merchandise sold. 


June, 1926 G. B. R. 


Gustavus CAMERA CoMPANY! 
MANUFACTURER—PHOTOGRAPHIC SUPPLIES 


Sates PLANNING—Factors Included in Constructing Index of Potential De- 
mand. A company manufacturing camera and photographic supplies 
wished to measure the sales possibilities of the several states for cameras 
and films for amateur use for comparison with actual sales as a guide for 
the direction of sales effort. After some experimentation, the company 
constructed an index of potential demand by ranking the states with 
respect to the factors of income, average income per literate white, lux- 
ury and pleasure expenditures, passenger automobile registration, mag- 
azine circulation, interest in education, proportion of dwellings served 
with electricity and telephones, scenery and resorts, foreign-born popula- 
tion, and rural population. The values for the states, by factors, then 
were converted into relatives of their medians, with each factor given 
equal weight. 


(1921) 


The Gustavus Camera Company manufactured many kinds of 
camera and photographic supplies, which it sold throughout the 
United States. The sales department tabulated sales data for the 
several lines of products by distributors, by cities, and by states. 
From these figures, it made comparisons of sales for the current 
year with those of preceding years. Because, however, it ignored 
the factor of potential demand, which differed widely in different 
localities, the executives were not satisfied with this test of sales 
effort. They believed that for the several lines there should be 
established measures of potential demand, with which to compare 
actual sales and by which to direct efforts towards increased sales 
in states and cities where the comparison showed sales to be 
disproportionately low. It was decided, therefore, in 1920, to 
undertake a market survey for the amateur line of products, con- 
sisting of cameras and films, which the company sold to retailers 
of photographic supplies, sporting goods, jewelry, optical goods, 
books, stationery, and drugs. The statistical department was in- 
structed to proceed with this study. 

Although it would be desirable to obtain measures of the poten- 
tial marketing possibilities of cities so as to localize maladjust- 
ments of actual sales and give point to increased sales effort, it 





1 Fictitious name. 
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was apparent that, because of the greater ease of obtaining data 
concerning them, the problem should be approached through a 
study of the states. A great deal of pertinent information was 
readily available for states, but it was relatively difficult to obtain 
comparable information for cities. The problem would be sim- 
plified, furthermore, by the smaller number of states, which would 
permit changes in construction until a satisfactory method could 
be obtained. The statistician decided, therefore, to limit his study 
to the several states, which, including the District of Columbia, 
would represent 49 sales territories. 

It was evident that information regarding the prosperity of the 
people in each state and regarding their spending habits would be 
necessary. What data should be selected for this purpose, how- 
ever, and how they should be constructed into an index of pur- 
chasing power which would serve as an index of sales possibilities 
was not so evident. It was necessary to analyze the problem to 
determine its elemental parts and to study the available data to 
find out what could be obtained readily. 

Total population would be a useful factor in determining poten- 
tial sales of a necessity, but it would be an unsound measure of 
sales possibilities of cameras, a product whose selling price ranged 
from $2 to $70. It was believed, however, that the racial com- 
position of population would have bearing on the question; ac- 
cordingly, data for foreign-born population were obtained, be- 
cause such people, in general, could not be considered prospective 
customers. The distribution of population also seemed to be an 
element of significance; people living in rural districts probably 
would not be so likely to purchase cameras as those living in 
towns and cities. The proportions of population living in rural 
districts and in towns of less than 2,500 inhabitants were chosen, 
therefore, as a measure of this adjustment. These data on pop- 
ulation were obtained from the latest census reports. 

It was thought that income tax returns, which, by Federal 
law, must be filed by all persons having net incomes of $1,000 
or over, should be an excellent measure of purchasing power for 
such a product as cameras. The number of these returns, by 
states, was procured from the annual report of the Internal Reve- 
nue Division of the United States Treasury Department. 

The owners of passenger automobiles were, in general, poten- 
tial users of amateur photographic supplies; hence, the automo- 


372 HARVARD BUSINESS REPORTS 


bile registration by states would be an indication of their impor- 
tance as markets. These data were obtainable from lists which 
were published by commercial agencies and republished from time 
to time by secondary sources. 

It also was believed that sales of cameras varied directly with 
the excellence of general education; that is, the product was 
thought to appeal to people in proportion to the amount of intel- 
lectual training received. The difficulty was to measure the stand- 
ard of education, but it was decided finally that suitable data 
would be (1) the amounts of expenditures for public schools, 
(2) the circulation of magazines, and (3) the degree of illiteracy. 
The first and last were obtainable from census reports; the second 
could be obtained from trade publications in the advertising field. 

Since many sales were made to vacationists, an attempt to 
measure the potentiality of this market was made. It was sug- 
gested that the number of tourists going abroad from each state 
could be obtained from the records of the number of passports 
issued by the United States Department of State at Washington, 
as passports then were required by all foreign countries. Be- 
cause, however, the passports continued in force for two years, 
and hence the record would not register current activity of travel, 
this series was discarded as unreliable. An attempt to obtain 
figures from steamship companies showing the numbers of passen- 
gers from different states also was found to be impracticable. It 
was decided to measure this element of the potential market by 
the attractions within each state, such as natural scenery and 
travel resorts, which could not be measured by data but could 
be estimated by the judgment of persons familiar with conditions. 

After the selection of the foregoing factors, it was recognized 
that it would be necessary to introduce a general factor to com- 
pensate for the different densities of population in the several 
states. It was believed that, if all the selected factors were equal 
for two states but one of them contained a greater population than 
the other, the former would have greater value as a potential mar- 
ket than the latter. Rather than to attempt adjusting the com- 
bined results obtained by the use of the data in their original 
forms, it was thought better first to make individual adjustments 
in the data themselves. Furthermore, this method would be 
necessitated by the fact that for some of the factors the original 
forms of the data were their final forms and thus were not sus- 
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ceptible to such uniform treatment ; the adjustment would have 
to be confined to those factors to which it properly could be 
applied. Analysis of sales records showed that sales actually 
had varied, as among the states, in rough conformance with the 
white population contained therein; the adjusting factor selected, 
therefore, was the unit per 1,000 whites in each state. Numerical 
data of the factors which should be adjusted then were expressed 
in terms of this unit. 

To summarize results, the following factors for each state were 
included in the study: 

1. Income. 'This factor consisted of the number of persons who re- 
ported net incomes over $1,000, and was expressed in terms of 1,000 
whites. 


2. Automobiles owned. This factor consisted of the number of auto- 
mobile registrations per 1,000 whites. 


3. Education. This factor was composed of three elements: 
(a) Public school expenditures per 1,000 whites 
(5) Circulation of magazines per 1,000 whites 
(c) Number of illiterates per 1,000 whites 
4. Scenery and resorts. Information was gathered from guide books 
and from persons who had traveled widely, and the states then were 
ranked by four executives who were familiar with conditions. 


5. Foreign-born population. This factor consisted of the proportion 
of foreign-born inhabitants in the total white population. 


6. Rural population. This factor consisted of the proportion of the 
total white population living in towns of less than 2,500 inhabitants 
and in rural districts. 


The states then were ranked from 1 to 49, according to each 
of these 6 factors, beginning in each case with the state having 
the most favorable market with respect to that factor. These 
rank numbers became the ratings for each state. Thus, the state 
with the largest number of automobile registrations per 1I,000 
whites was rated 1 because it ranked first, and that with the 

smallest number was rated 49 because it ranked last. 

' To obtain a composite rating which should reflect the 
influences of the several factors, it was decided to weight the 
factors according to their importance. The weighting chosen, 
based on the judgment of nine executives, is shown in Exhibit r. 

From the rating by rank in each of the six factors and the 
weight attached to each factor, the index of purchasing power for 
each state was computed. This figure became the index of poten- 
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EXHIBIT I 


WEIGHTING OF FAcTors USED TO RATE STATES IN MARKET SURVEY OF 
GuSTAVUS CAMERA COMPANY 














Factors Weights 

TSP INCOME! ta! hs a cu syalaysisiesisncle el pe ieval spew eters @ drave ater inte musaparsreveloeimelsioieis 45% 

2 Automobile) Registration mere else nicie ctele ester hearer reat else 15 

Be Scenery, and! Resortso)tr cae eiler le miele erect etal stole ololo lel =hel spole ol eleret= 15 

Am Cuca tioneaeet- messi errenere!ieicrerlora cre siete tnele ele erate ye raat “lorcet ee tenasnetohe Io 

5. Foreign-Born Population ............. cc eeeee cece ete e sere cece 10 

GavuralisPopulation eemectet ters stsiery netett newer tie eran tetera oto et tthe narene: 5 
Total Wea ern scene eee erase ouch ore eSpace al Se iol Satoua cela su eWte eualtoneyatenes ereaen 100% 





tial demand. The example shown in Exhibit 2, in which fictitious 
figures have been used, shows how the indexes were constructed. 

The states then were ranked according to these indexes, and 
were assigned the numbers of their ranks, from 1 to 49, beginning 
with the most favorable, which obviously was the one with the 
lowest index. California, with the lowest index, indicating the 
highest potential purchasing power, was ranked first and given 
the number 1; Arkansas, which had the highest index, hence the 
lowest potential purchasing power, was ranked last with number 


EXHIBIT 2 


EXAMPLE OF GUSTAVUS CAMERA COMPANY’S COMPUTATION OF INDEXES 
OF PURCHASING POWER 





Factors 
(1) (2) (3) (4) (5) (6) 
Automo- Educa- Foreign 
Income biles Scenery tion Born Rural 

Weights.... 45 1S 15 Io Io 5 
Ohio | 

Ratings. : 5 I 4 2 Io 16 
x weights..] 225 + 15 + 60 + 20 + 300 + = 80 
Indiana 

Ratings. . 14 8 40 39 2 40 
X weights..| 630 -++- 120 + 600 + 390 + 20 + 200 
Michigan 

Ratings. . 8 6 3 20 II 20 
x weights..| 360 + 90 + 45 + 200 + «3110 + 100 
New York 


Ratings. . 2 2 5 8 48 5 
x weights. . CO Se @8 s= 978 oe Ge se Awe dS a6 
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49. The final rank numbers ascertained thus for the several 
states then were marked on an outline map of the United States; 
each figure from 1 to 49 was placed on the map under the name 
of the state to which it applied. 

Sales of the company by states then were expressed in dollars 
per 1,000 whites. After the states had been ranked in accordance 
with these figures, beginning with the highest sales, each state 
was assigned its corresponding rank number. Then, on another 
outline map, these rank numbers were recorded under the names 
of their respective states. 

A comparison of the two maps was intended to show whether 
sales in each state were as large as the purchasing power index 
indicated that they should be; in other words, a study of the 
data recorded on the two maps would show whether low sales 
could be accounted for by low purchasing power or whether other 
causes were operating. 

It was believed, however, that this index, and its method of 
use, could be improved. In 1921, therefore, a complete revision 
was made. The following 10 factors were employed in the revised 
index. 


1. Income. As before, income consisted of the number of 
income tax returns of net incomes over $1,000 as reported in 
Statistics of Income, 1920, compiled by the Internal Revenue 
Division of the United States Treasury Department. This factor 
was open to objection as a measure of potential buyers because 
many people who made no income tax returns used cameras and 
films. Notable examples were members of the working classes, 
who were logical prospects for the sale of less expensive cameras, 
and farmers, whose income tax returns bore little relation to pur- 
chasing power, as compared with persons in other occupations. 


2. Average income per literate white 10 years of age and over. 
The data for this factor were obtained from Distribution of In- 
come by States, published by the National Bureau of Economic 
Research, which had made an exhaustive study of amounts and 
sources of incomes, such as wages and salaries, manufactures, 
crops, and animal products. The amounts of income were divided 
by the numbers of literate whites 10 years of age and over in their 
respective states, as reported by the United States Bureau of the 


Census. 
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3. Expenditures for luxury and pleasure. The third factor was 
intended to be an indication of consumers’ spending habits. The 
data were derived from special Federal taxes, then in force as 
part of the system of taxation imposed for war revenue. Four 
taxes were considered: (1) taxes on admission to places of 
amusement, such as theaters, concerts, and clubs; (2) so-called 
“luxury taxes” on such articles as jewelry, watches, carpets, sculp- 
tures, and perfumes; (3) taxes on passenger automobiles for hire 
and on the use of yachts; (4) taxes on telegraph and long-dis- 
tance telephone messages. Subsequent study disclosed that since 
the majority of telegrams and toll calls arose in commercial trans- 
actions, in general they did not represent expenditures for pleas- 
ure or luxury; hence this tax was omitted from the figures. The 
other three series were combined into a single series to represent 
this factor. 


4. Passenger automobile registration. As in the earlier index, 
this factor was intended to be a measure of the number of per- 
sons who would be potential users of cameras. It was not consid- 
ered wholly satisfactory, however, since owing to the smaller 
percentage of automobile ownership in cities as compared with 
rural districts, urban states would be underestimated. These 
data were secured from Automotive Industry, a trade paper; they 
also were published in the World Almanac. 


5. Magazine circulation. This factor was the same as before, 
but it was separated from the factor of education. It was believed 
that the analysis by states of the distribution of 770 magazines 
and farm papers, with a combined circulation of more than 
87,000,000, would give a fair estimate of the extent of general 
reading and would be an accurate measure of the relative number 
of people to whom cameras were of interest. The data were 
secured from the Standard Rate and Data Service. 


6. Interest in Education. This factor was based upon the 
public expenditures for education, which indicated the school 
facilities offered, and also upon the relation of the average daily 
attendance at school to the total number of children between the 
ages of 5 and 18. Data for the former were obtained from the 
Statistical Abstract of the United States; data for the latter were 
obtained from special bulletins of the Bureau of the Census on 
school attendance. 
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7. Proportion of dwellings served with electricity and telephone. 
This factor indicated the use of modern conveniences. The dis- 
advantage to which many farming sections were put by the 
absence of electric service did not render this an unfair index 
of their purchasing power with respect to their purchases of 
cameras, because inaccessibility would have a similar effect on 
expenditures. The data on electricity were obtained from the 
Electrical W orld, a trade paper; those for telephones were secured 
from reports to the American Telephone and Telegraph Company. 
By the use of census reports, the figures by states were reduced 
to the basis of “per dwelling.” 


8. Scenery and resorts. As for this factor in the earlier index, 
the states were ranked from 1 to 49 upon the judgment of several 
executives who were familiar with conditions in the different 
states. 


9. Foreign-born population. These data were transcribed 
directly from the United States Census Reports. 


10. Rural population. As in the earlier index, this factor con- 
sisted of the percentage of rural population to total population. 
Although a supplementary study showed that farmers had the 
ability to buy, because their net wealth per capita was found to 
be high in comparison with other classes of people, it was felt 
that their relative inaccessibility to the more progressive urban 
stores would reduce the possibilities of selling cameras to them. 


Each of these factors, except 2, 7, and 8, whose ratings already 
were final, was reduced to a basis of 1,000 whites. All states then 
were arranged in order of magnitude of ratings by each factor, 
and each rating was expressed as a relative of the median for its 
factor. In other words, as the value of the median item for 
each factor was considered to be 100, the rating of each state 
for that factor was expressed as a percentage of the median. 
Exhibit 3 illustrates how the rankings for factor 1, incomes, were 
computed. 

It then was necessary to combine the rating for each of the 
10 factors into a composite rating for all of them. To do this, 
the ratings for the several factors would have to be so arranged 
that the significance of the ratings would be consistent. Thus, 
a high rating for incomes would mean a favorable market, but a 
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EXHIBIT 3 


COMPUTATION OF RANKINGS FOR FACTOR t IN MARKET SURVEY OF 
GUSTAVUS CAMERA COMPANY 


White 














No. of Income Tax Returns 











State Tax Returns | Populationf | per 1,ooo | Ranking 
over $1,000* | (in 1,000’s) Whites 
(Alabamalenieernnenci 52,984 1,447 36.6 53.0 
Arizona sery cetian ae 24,812 201 85.3 123.6 
WATKANSAS 5 jesal nase livdctes ics 38,113 1,280 29.8 43-2 
Caliormiagee ane 300,973 3,265 121.6 170.2 
Colorado. fost. .55- 74,198 924 80.3 116.4 
Connecticut............ 148,195 1,359 109.0 158.0 
(Delaware es sci seccessne 8 18,937 193 98.1 142.2 
District of Columbia..... 69,730 327 213.2 309.0 
Florida seiaen ween acuees 42,210 638 66.2 95.9 
Georciatem marie WO BOB 1,689 43-4 62.9 
Udahose a acy team aimee 25,755 426 60.5 87.7 
TIinoIse eee ee ee 542,467 6,209 86.1 124.8 
Endianawaperaeaas see 189,587 2,849 66.5 90.4 
OWA artr eae ce ets: 183,398 2,384 76.9 III.4 
Riansas ieee rea reet Aves 09,255 1,709 58.1 84.2 
Kentu cha errr raeenrtiee 78,258 2,181 35-9 52.0 
[ouisianan eats ert te 69,340 1,007 63.2 g1.6 
AMER TING rae eee eesion ae 47,717 766 ome 90.3 
Many lance ee 148,000 1,205 122.8 178.0 
Massachusetts.......... 401,770 3,804 Ios .6 153-0 
Michicante ee eee 305,075 3,602 84.7 122.8 
Minnesota.............. 154,118 2,369 65.1 04.3 
Mississippi............. 28,022 854 32.8 47-5 
MVSSoUun Serer er ier 162,199 352215 50.3 72.9 
iVontana seems 45,557 534 Shae 123.6 
iNebraskaaeer eens te 97,729 1,279 76.4 110.7 
iNevadanieten te ee ei 10,381 71 146.2 211.9 
New Hampshire......... 35,983 442 81.4 118.0 
iNewalerseyeer na eeeriee 296,989 3,037 97.8 Ae 
New Mexico............ 13,656 335 40.8 59.1 
INSIY MOR. os0ac050000. 1,047,634 10,172 103.0 149.3 
North Carolina.......... 475342 1,784 26.5 38.4 
North Dakota,......... 24,209 640 37.8 54.8 
Ohioterenwe sehen ee 447,998 S572 80.4 110.5 
Oklahoma.............. 81,785 1,02 44.9 65.1 
Oresonaeces ee ete. 67,640 769 88.0 27s) 
Pennsylvania........... 672,746 8,433 79.8 TTS 
Rhode Island........... 53,128 594 89.4 129.6 
South Carolina.......... 33,044 19 40.3 58.4 
South Dakota........... 34,670 619 56.0 81.2 
pllenmesscomer etna 65,054 1,886 BANS 50.0 
plexastaeten nt. ate ree 224,617 3,918 Ses 83.0 
Utahns vase nnne 30,510 442 69.0 100.0 
WeMONt..G.. oc .nhenau coe 19,205 352 54.0 ABR 
MALES IMA ges ese ste ecw ate cael ae 92,570 1,618 57.2 82.9 
Washington. i ees ocea Nels, ahs 148,067 1,320 TI2.2 162.6 
WestaVinginia (onsen. 96,326 1,377 70.0 IOI .4 
Wiscone irae. casinos ae 150,452 2,617 STS 83.3 
Wiyominga see ee 24,504 190 120.4 187.5 





*Source: Statistics of Income from Returns of Net Income for 1920, Treasury Department, United 
States Internal Revenue, p. 2. 


tSource: Abstract of Fourteenth Census of United States, p. 98. 
}Median item. 
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high rating for foreign-born population would mean an unfavor- 
able market. It was necessary, therefore, to decide whether high 
or low potential values should be indicated by high ratings, and 
then to apply this rule consistently to all factors. Since high 
ratings are associated customarily with favorable conditions, this 
was the natural choice; consequently those ratings which had 
opposite significance were reversed by means of a simple arith- 
metic process of subtracting each rating from the sum of the 
highest and lowest rating. Suppose, for example, that in the 
series, 12, 9, and 3, the values are to be inverted. The sum of 
the largest and smallest items is 15. Subtracting each item from 
this sum yields the following series: 3, 6, and 12. Obviously, 
these values are equivalent to the first series, but in reverse order. 

It was decided to give equal weights to the several factors, so 
that the final composite index for each state was computed as the 
simple arithmetic average of the rating of the 10 factors. 

This process produced a definitive rating for each state, indi- 
cating its composite value as a potential market according to the 
elements selected as factors. These ratings could be compared 
with the actual sales per 1,000 whites, expressed in terms of their 
median. It was believed that this comparison would show in 
which states sales efforts should be pushed in order to attain the 
volume indicated as possible. 


CoMMENTARY: The case illustrates an attempt by a manufacturer 
and distributor of a semi-luxury to evaluate potential demand for the 
product in the various states. 

This evaluation of demand was to be used in judging the adequacy 
of sales volume by states. Because the index was based on data ex- 
ternal to the company, it was free from influence of past inadequacies 
in sales performance. 

The two attempts to measure potential demand as described in the 
case differed in the following respects: 

The number of series of data included was increased from 8 in the 
first index to 10 in the second index. This change was not of funda- 
mental importance, and it must remain a matter of opinion as to 
whether the addition improved the quality of the index. 

The method and influence of weighting was changed. In the first 
index, factors relating to ability to buy as measured by income were 
given a weight of 45%; combined factors relating to ability to use 
were given a weight of 55%. (See Exhibit 1 of the case.) In the sec- 


3) 
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ond index, no explicit weights were applied as in the first index. 
Weighting was introduced in the second index, however, by including 
more series measuring one factor than another. Thus three series of 
data, namely, Number of Income Tax Returns over $1,000, Average 
Income per Literate White over 10 Years Old, and Luxury Taxes, might 
be considered as measures of ability to buy. The remaining seven 
factors apparently were intended to measure ability to use. Since all 
factors were weighted equally, the choice of factors resulted in ability 
to buy having a weight of 30% and ability to use one of 70%. The 
net change of weighting between the first and second indexes was, 
therefore, to reduce the importance of factors measuring buying ability 
from 45% to 30%, and to increase factors measuring using ability cor- 
respondingly from 55% to 70%. 

The method of reducing the various series of data to a common unit 
was changed. In the first index, the method of simple or qualitative 
ranking was used, whereby the states were listed in order of excellence 
with reference to a given factor and merely numbered 1, 2, 3, and so 
forth to 49, the best state being numbered 1. The advantage of this 
method is its ease and simplicity; the disadvantage is its failure to 
reflect varying differences between states. In Number of Income Tax 
Returns over $1,000 (Exhibit 3 of case), New York, for example, is 
highest with 1,047,634, Pennsylvania is next best with 672,746, and 
Illinois is third with 542,467. These would be ranked I, 2, and 3. The 
difference between New York and Pennsylvania is 374,888; the dif- 
ference between Pennsylvania and Illinois is 130,279; yet so far as 
indicated in the rankings, these two differences are equal. This weak- 
ness was overcome in the second index by the use of relative numbers 
which reflected quantitative differences between states. Each state was 
expressed as a percentage of the middle or median state. The highest, 
lowest, or any other state could have been selected equally well as the 
base, or 100%, provided the corresponding base were used for all the 
factors. 

Thus, the two important changes between the first and second in- 
dexes were the change in weighting or emphasis and the change in the 
method of reducing series of data to a common unit. 

An inconsistency may be noted in the method of introducing certain 
factors into the index. It apparently was reasoned that negroes as a 
class would not be good potential customers. In reducing data meas- 
uring the various factors to a per capita basis, accordingly, the white 
population only was used. Later, it was desired to modify the index 
with reference to foreign-born population and rural population. These 
were introduced as independent factors. It would have been reasonable 
to reduce all the data to a per capita basis by dividing by native-born, 
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urban, white population. This method would have saved computations, 
papiified the results, and consistently eliminated figures for negroes, 
the foreign-born, and the rural population. 

It is pertinent to inquire how the final index was used and how nearly 
the index attained the required objective of measuring “sales possibili- 
ties.” At the end of the case it was stated: 


These ratings [the second index] could be compared with the 
actual sales per 1,000 whites, expressed in terms of their median. 
It was believed that this comparison would show in which states 
sales efforts should be pushed in order to attain the volume in- 
dicated as possible. 


The difficulties attending this comparison and the limitations of the 
index should be recognized. To illustrate its application, assume the 
following data, in which fictitious figures have been used for illustra- 
tion. 

















Gustavus INDEX OF DEMAND ACTUAL SALES PER 1,000 WHITES 

(In percentage of median) THREE-YEAR AVERAGE 

(In percentage of median) 

Massachusettsemres sec. cee: 125% Massachusettse errr: 135% 
VO woiaeee Peete. sere cere oreo oe 100 Undiana ay come cern wera ee 100 
Ken tuckyerren coe cloned oes 85 owas tra ses ela eee 04 
Kentucky jc. nmtroaen ere 63 
*Median. 


Just what interpretation of these data can be made? Is it fair to say 
that Massachusetts represents a 25% better market than Iowa? Obvi- 
ously not, because the quantitative element of population was removed 
by reducing all data to terms of 1,000 whites. It is reasonable to state, 
therefore, only that the quality of the residents of Massachusetts as 
potential purchasers of cameras and camera supplies is 25% better 
than the quality of Iowa residents in that respect. 

Is it reasonable to say that Massachusetts is overdeveloped because 
its actual sales register 135% and its potentialities only 125%? Obvi- 
ously not, because the base is different in the two cases. Even if the 
base were Iowa in each case, it would be more reasonable to state that 
Iowa is underdeveloped than that Massachusetts is overdeveloped. It 
is obvious, further, that the scatter of the states from their median in 
the two cases is likely to vary considerably. In so far as this takes 
place, absolute comparisons are of little avail. 

What interpretations of the index are justifiable? First, a list of 
states placed in order of magnitude on a potential demand basis com- 
pared with a list of states placed in order of magnitude on an actual 
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sales basis would indicate which states were out of line or out of place 
in sales development. Such a comparison would throw little light on 
the extent of the discrepancy. Second, if a temporary, quantitative 
estimate of potential sales is required, it may be obtained by selecting 
the best developed state as a standard of comparison. This selection 
would be an act of judgment; it would be based on consideration of 
such elements in the various states as the caliber and permanency of 
sales force, the sales per man, the number of men, the conditions of 
competition, and the duration, amount, and type of sales effort put 
into the state. The reasoning then would be that, if as good a selling 
job were to be done in all states as in the selected state, the manage- 
ment would be satisfied for the time being. A temporary potential 
measure in dollars then might be set up as follows. Fictitious figures 


have been used for illustration. 








Gustavus Index of Actual Sales Temporary Standard 
Potential Demand per 1,000 Whites of Comparison 
Three-Year Average | Based on Kentucky 
Massachusetts............ 125% $185 $309 
NOW n a ee custvelelonate svete wee) 100 215 247 
Rentuckyarws cmveciacus ces 85 210 210 


According to these figures, additional sales effort expended in Massa- 
chusetts would yield more returns than in Iowa. Of course, the relative 
populations and the conditions of competition also would be factors 
in the decision. 

The possibilities of misinterpreting and misusing measures of poten- 
tial demand are fully as great as the possibilities of error or bias in 
making the measures. Obviously, studies of markets are of more value 
when made in terms of smaller geographic units such as counties or 
cities. In these more detailed studies, problems similar to those met in 
this study based on data by states are encountered. 


April, 1927 D. B. S. 


SELKIRK Brass AND Copper Company! 
MANUFACTURER—BRASS AND COPPER PRODUCTS 


SALES ANALYsIs—Determination of Method. A company manufacturing 
brass and copper sheets and tubes, which were sold directly to large con- 
sumers and to wholesalers, desired to devise a method of current analysis 
of sales in order to develop the market more uniformly and to direct 
better the efforts of the sales force. It was necessary to determine what 
type of information was necessary, the detail in which such information 
should be kept, and the feasibility of using a card sorting and tabulating 
machine in the analysis. 


(1923) 

The Selkirk Brass and Copper Company manufactured brass 
and copper sheets and tubes. The company was capitalized for 
approximately $12,000,000; it sold its products in all parts of 
the United States. The articles manufactured by the company 
were sold directly to wholesalers and to manufacturers who 
bought in large quantities. Sheeting and tubing were used in 
almost all industries which manufactured metal products. 

A rough analysis of sales in 1922 indicated the following dis- 
tribution of the company’s products among industries. 




















Sheets Tubes Total 
PAULO MOCIV.EN ow ais -tersis ares aise aieiavel aja) lo etav eds 5.2% 1.0% 6.2% 
Building: 
Generalities cites orcs sie 2 sessile ain vets BE3 0.9 4.2 
STAT DIN See oat wace ete erate here ait ara weaver lake 4.7 12.2 16.9 
electrical meet usc ter aalereke: se sicnosagareo.s cnobs ey ee 3.9 
Household appliancesn print iota ny) 0.8 1.5 
Hardware manufacturing...............--. I.4 0.6 2.0 
Wiiscellancoussee merece ac crete screens: 28.9 8.6 Byes 
Wiholesalersiiites.c.cee osteo cle cisco ee eleverenasts 15.0 12.8 27.8 
Eo tal serena ior eee ere cress ine Oa 61.9% 38.1% 100.0% 





About half the orders received specified standard products; 
the remainder specified slight modifications in the products to 
suit the peculiar needs of customers. Small stocks of products 
in standard sizes were maintained in finished or semifinished 
state to provide prompt service on emergency orders, but no 
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attempt was made to carry stocks adequate to fill the larger 
orders. 

No branch houses or warehouses were operated. Twenty-five 
salesmen, most of whom were men of long service with the com- 
pany, sold within definite territories, calling upon both wholesale 
and industrial customers. 

Prior to 1923, almost no information was kept by the sales 
department in a form usable for the direction and concentration 
of the company’s sales efforts. The management realized that 
it needed more information concerning territories and towns in 
which the company’s products were sold. It recognized that 
some towns did not consume enough of the company’s products 
to justify the sales efforts expended in such localities. On the 
other hand, the management was aware that there were other 
communities in which the company should pursue a more ag- 
gressive sales policy. Before 1923 the only information kept 
had consisted of the customer’s credit standing, his purchases, 
and any remarks made about him by the salesman in letters to 
the sales manager. 

In January, 1923, a young man employed from outside the sales 
department was selected as sales statistician to develop a system 
of sales analysis adequate for the needs of the sales department. 

The first step taken by the sales statistician was to determine 
what available information might be of value to the sales de- 
partment. The records of the cost department provided one 
valuable source for data. That department punched Hollerith 
cards,” illustrated in Exhibit 1, to indicate the following informa- 
tion, taken from bills to customers: the date of shipment of the 
goods, the department from which they were shipped, the cus- 
tomer’s code number, the dimensions, finish, and alloy of the 
material, the weight and value of the product, and the freight 





® The Hollerith system is a mechanical method of tabulating voluminous data. 
Information is entered on cards by punching holes according to a predetermined 
plan under which the positions of the holes represent values or other data classified 
as desired. Where the attributes are not numerical, code numbers are used by 
which the qualitative information is reduced to quantitative form. Exhibit 1 shows 
such a card. The actuaf cards are closely printed and measure about three by 
seven inches in size. The punched cards are sorted by classification of data in an 
electrical sorting machine. The information by classes is then obtained by passing 
the cards through another machine which accumulates the amounts indicated by 
the punched holes. 

There is another mechanical system called the Powers system which performs a 
similar service with the same kind of card, but by a little different mechanism. 
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Exhibit 1: Sample of card used by Selkirk Brass and Copper Company in 
operation of Hollerith System. 


charges. The sales department could secure summaries of any 
of this information merely by running the cards through the sort- 
ing and tabulating machine. 

The cost of summarizing, in any detail, additional current 
information secured from orders received, invoices, or shipping 
records would be excessive unless the information was first en- 
tered on Hollerith cards. The statistician decided, therefore, to 
enter on a Hollerith card such data as would assist most in 
analyzing sales performance of individual salesmen. He desired, 
furthermore, to develop some means of judging the thoroughness 
with which a given territory was being developed in view of its 
potential possibilities. He expected to obtain information for 
this purpose from trade directories and from the company’s quo- 
tation files, where all inquiries for prices were recorded on cards, 
one for each customer, which showed the date, article, quantity, 
and price of each quotation. 


ComMMENTARY: The fundamental need of a company for information 
about its markets is illustrated in this case. There are two possible 
means of obtaining such information: first, by analysis of the market 
through study of factors external to the company; second, by analysis 
of the company’s records, properly classified. 

In analyzing markets the attempt usually is to determine the rela- 
tive possible or potential demand in various localities, with a view to 
determining whether actual sales are similarly distributed. The prob- 


3See Gustavus Camera Company, p. 370. 
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lems of studying markets for consumer and for producer goods are 
quite different. In the case of consumer goods, exhaustive information 
regarding the number of persons of specified characteristics is likely to 
be lacking. Because of the large number of individual consumers, re- 
liance must be placed to a great extent on published data, such as the 
census. In the case of producer goods, especially semiraw materials 
such as brass and copper tubes and shapes, the users are less numerous 
and their needs are more specific. A study of markets in such a case 
may begin with an examination of “trade directories.” Subsequently it 
will become feasible to obtain, through personal calls by salesmen, in- 
formation on the needs of individual users. 

In analyzing company records, the quotation files should receive 
early attention. These should yield illuminating facts regarding the 
type and location of orders that have been lost by the company. An 
analysis of causes for their loss should be worth while. Next, analysis 
of actual sales should be attempted. Analysis of sales may be made 
with either of two purposes in mind—to gain information for use in 
planning production, or for use in setting salesmen’s quotas and in 
evaluating their performance. Important differences in procedure in 
the two cases should be recognized. When analyzing sales for use in 
planning production, past sales should be classified by types of prod- 
uct or by individual products, and the characteristic changes from time 
to time in sales of the various products should be examined and the 
causes investigated. When analyzing sales for use in managing the 
sales force, past sales should be classified primarily by territories and 
by types of customer, and the characteristic changes from time to time 
of sales so classified should be examined.* In the Selkirk Brass and 
Copper Company, the problem was of the latter type. 

The use of punched card systems in sales analyses is suggested in the 
case. The cost of such systems is large. It is questionable whether a 
company other than a large one could afford to acquire such a system 
for sales analysis alone. On the other hand, if a great amount of detail 
is to be handled and if numerous summaries are required on different 
bases of classification, some such system is essential. In punched card 
systems, the records are in such form that a wide variety of summaries 
can be obtained on short notice. Two alternatives are open to the 
small company: first, that of using the tabulating machines for a va- 
riety of purposes, such as cost accounting and inventory control, in 
addition to sales analysis; second, that of punching its own cards but 
having the sorting and tabulating done at a service bureau which main- 





*For additional discussion of this point see Donald B. Smith, “Planning Sales for 
a Manufacturing Company,” Harvard Business Review, Vol. 5, No. 2, January, 
1927, pp. 186-196. 
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tains machines for such purposes. Service bureaus of this type are avail- 
able in the larger cities. 

The efficacy of high-pressure “pep talk” as a means of providing 
incentive to salesmen is being increasingly questioned. Desirable sub- 
stitutes, especially in selling industrial goods, are the presentation of 
useful facts about past sales, past relations with customers, undeveloped 
fields, and conditions in important customer industries. 


April, 1927 D. B.S. 


Turopp ELEctTRIcAL Company?! 
MANUFACTURER—ELECTRICAL APPARATUS 


SaLes Recorps—Comparison of Sales with Development of Industry. In 
order to obtain information required to compare total sales of a manu- 
facturer of electrical apparatus with the development of the industry, it 
was proposed that total sales for 10 years be charted with the kilowatt- 
hour current generated by all central stations. 


SALES Recorps—Relation between Components of Total Electrical Produc- 
tion and Sales of Electrical Apparatus. In order to show the relation 
between the components of the total electrical production in the United 
States and the sales of a company manufacturing electrical apparatus, 
the manufacturer’s statistician wished to chart the quantity of current 
consumed (1) by residential and commercial lighting customers, (2) by 
industrial companies, and (3) by electric railways, with indexes formed 
from figures for the products sold by the company to the three groups. 
After sales of the company had been divided according to products, total 
lamp sales were chosen as an index for the sale of lighting equipment; 
the sales of motors were selected as a measure of sales for power equip- 
ment; and railway car equipment was to be plotted with current con- 
sumed by electric railways. 


(1923) 

The statistician of the Thropp Electrical Company, in 1923, 
decided that a method should be chosen by which the company 
could compare its progress with the growth of the entire in- 
dustry, and the sales of its groups of products with the total 
consumption of electrical supplies in the United States. The 
statistical figures available were: total sales of the Thropp Elec- 
trical Company; detailed sales figures by groups of products; 
total purchases of raw materials by the Thropp Electrical Com- 
pany, and detailed purchases by groups of products; the total 
power generated by central stations of the United States, in 
kilowatt hours; and the quantity consumed, in kilowatt hours, 
for residential and commercial light, for industrial power, and for 
electric street railways. 

The Thropp Electrical Company was a medium-sized company, 
manufacturing electrical apparatus which was distributed na- 
tionally. In some groups of products the management did not 
doubt that the company secured its share of orders. In others, 
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EXHIBIT 1 


EsTIMATED ELECTRICAL ENERGY GENERATED BY CENTRAL STATIONS 
OF UNITED STATES, IN KrLowatT Hours, sy MAIN 
CLassEs oF CONSUMERS, 1887 TO 1922* 
















Total Energy Industrial Electric Line 
Generated Lighting Power ° Railways Losses 
(000,000) (000,000) (000,000) (000,000) | (000,000) 


175 120 II 
300 Igo 30 5 
995 480 50 5 
2,337 985 602 100 
5,861 1,870 I,500 I,160 
11,569 2,752 3,254 3,017 
14,400 3,732 4,001 3,039 
16,175 4,100 5,175 3,900 
21,230 4,900 75504 4,561 
25,438 5,000 9,599 4,947 
29,880 5,700 13,500 4,960 
35,028 6,200 17,838 4,980 
39,199 6,870 20,154 4,990 
36,878 7,400 17,698 5,000 
45,290 





*Source: Electric World. 


however, it had failed to increase sales proportionately as the 
idustry expanded. Total sales of the Thropp Electrical Com- 
pany, in 1923, were approximately $20,000,000. 

In order to obtain the information required to compare total 
sales of the company with the development of the industry, it 
was proposed that total sales for 10 years be charted with the 
kilowatt-hour current generated by all central stations, as shown 
by the figures for total energy in Exhibit 1. The objections to 
this proposal were that the results were likely to be general and 
would not indicate the relation between the sales of the different 
classifications of electrical equipment and the development of that 
part of the electrical industry which made use of them. The 
figures for total current generated, in kilowatt hours, were them- 
selves believed to be too general. They contained the line losses,” 
as shown in Exhibit 1, and gave no specific facts relative to the 
main classes of consumers of current, which were residential and 
commercial lighting companies, industrial plants, and electric 
street railway companies. 

In order to show the relation between the components of the 
total electrical production series and the Thropp Electrical Com- 





2 Line loss is current lost in transmission. 
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pany’s sales, the statistician wished to chart the quantity of 
current consumed by residential and commercial lighting cus- 
tomers, by industrial companies, and by electric railways, with 
indexes of the products sold by the company to the three groups. 

The sales of the Thropp Electrical Company were divided, 
therefore, according to products, in order to compute the sales 
indexes to be plotted with the energy figures for the lighting, 
power, and electric railway groups. Exhibit 2 shows the three 
classes into which sales were divided for the purpose of forming 
sales indexes. Total lamp sales of the company were chosen as 
an index for the sale of lighting equipment; the sales of alternat- 
ing current and direct current motors were selected as a measure 
of sales for power equipment; and railway car equipment was 
to be plotted with current consumed by electric railways. 

The figures in Exhibit 1, relating to the total quantity of 
electricity generated by central stations and the quantities sold 
for lighting, power, and electric railways, were obtained from the 
Electric World. The figures in Exhibit 2, pertaining to the sales 
of lamps, of alternating current and direct current motors, and of 
railway car equipment, were obtained from the records of the 
company. ‘These data were expressed in dollars; the sales of 
motors, however, were recorded also in terms of kilowatt-hour 
capacity. 

EXHIBIT 2 


SALES OF THROPP ELECTRICAL COMPANY, BY CLASSES OF PRODUCT, 
1907 TO 1922 











Railway Car 





Year Lamps A. C. and D. C. Motors Equipment 
LOOT Aeneas Sie $1,401,000 | $ 1,597,000 116,217 kws. $1,871,000 
TE QOOn cectense wiale acta cnet te 1,385,000 952,000 69,809 934,000 
LOCO sek ates cides oe 1,604,000 1,483,000 107,671 1,489,000 
TLOLOS Meotineereeneie nies ee I,946,000 2,143,000 159,000 1,181,000 
TOUT Ree critics cts 2,173,000 2,164,000 152,000 815,000 
TOLQe hee ee pth, 2,309,000 3,095,000 206,000 QI1I,000 
TOUS a eee eens 2,464,000 3,619,000 237,000 945,000 
TOUA Dorr s cs wevans eer oe 2,326,000 2,827,000 230,000 604,000 
TOUS ccna cence ee 2,378,000 3,496,000 261,000 564,000 
TOTO Uae wary eos a eee 3,321,000 6,594,000 269,000 969,000 
TOL 7 pe uae moe eee 4,110,000 9,077,000 556,000 902,000 
TOLOT sere ten ae 4,851,000 8,998,000 419,000 766,000 
TOO prices eae tvs eee 5,427,000 II,Q94,000 475,000 866,000 
TO 201s Ges cde svete atts 7,042,000 13,772,000 557,000 1,096,000 
LOZ eived acarsheostayevounscsiene 5,835,000 3,382,000 207,000 314,000 
oT 2.23025) ava tenaeyy arene one: 6,086,000 7,048,000 319,000 1,253,000 
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An investigation of the value of the figures for central station 
current disclosed that they were estimated roughly to 1913, were 
more nearly accurate from 1913 to 1919, and were reliable after 
1919. A study of the method followed to compute the quantity 
of current sold for lighting purposes revealed the fact that the 
figures prior to 1919 were based, not on central station figures, 
but on figures for the manufacture of lamps, the series which the 
Statistician wished to plot with the data on current sold for light- 
ing purposes. This basis had been used because central station 
figures had been incomplete; in order to secure the desired data, 
estimates had been prepared from information furnished by 
lamp manufacturers. The statistician hesitated, therefore, to 
plot these two series together, except for the preceding four years, 
because the lighting series had been compiled partially from the 
lamp series. 

A complicated situation was presented when an attempt was 
made to plot the current consumed for industrial power and the 
total sales of alternating current and direct current motors. 
Motor sales fluctuated widely; on the other hand, the quantity 
of power consumed had risen steadily except during the year 
1921. Because estimates of the potential capacity of motors 
sold to consume electricity were available, it was proposed that 
these data, rather than actual motor sales, be plotted on logarith- 
mic paper with the figures for power consumed. The comparison 
of the proposed series should be significant, because the figures 
which represented the capacity of motors sold to consume elec- 
tricity were cumulative, with the exception of figures for those 
motors which wore out or were destroyed. The comparison, 
however, would be between kilowatts and kilowatt hours. 

Owners of motors manufactured by the Thropp Electrical 
Company probably operated their machines as many hours per 
day as owners of other makes. If the cumulative capacity in 
kilowatts of Thropp Electrical Company motors in service in- 
creased more rapidly than the kilowatt hours of industrial power 
delivered by central stations, therefore, the assumption could be 
made that the rate of expansion of the Thropp Electrical Com- 
pany’s motor sales was proportionately greater than that of the 
industry as a whole. 

The life of a motor had been estimated roughly to be 20 years. 
The following method was suggested to remove from the series 
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the power-consuming capacity of motors not in use. If the first 
date which appeared on the chart was 1907, the kilowatt capacity 
of motors sold prior to 1888 should be subtracted; for 1908 the 
capacity of motors sold previous to 1889 should be removed. 

The value of comparing cumulative series with actual figures 
was questioned, because the cumulative series never declined and 
because each additional unit in a cumulative series was affected 
by preceding units, although the actual figures were not. In 
addition, the curves were distorted upwards by the increase in 
the annual load factors. As the central stations attempted to 
level the load on the generators by granting reduced rates when 
the load was lightest, the number of kilowatt hours of current 
sold gradually increased, because consumers operated their equip- 
ment for longer periods. In addition, the extra running time re- 
duced the life of the motors and thus diminished the kilowatt 
capacity of Thropp Electrical Company motors in service. 

Because of irregular purchases, sales totals of street railway 
equipment presented a broken trend during the 15-year period 
between 1907 and 1922, as shown in Exhibit 2. Although this 
fact reduced the value of the study, the statistician decided to use 
the figures, since each of the other series to be plotted also was 
open to criticism. 


CoMMENTARY: Two significant problems are raised in this case: 
first, the difficulty of finding adequate data for making comparisons 
between the growth of a company and its industry; second, the diffi- 
culty of making comparisons between cumulative and noncumulative 
data. 

Data commonly used for measuring the growth of an industry are: 
total production, as in pig iron, where practically the entire produc- 





* The annual load factor for a central station was obtained by taking the average 
kilowatt delivery of current during the 15 minutes of the year when the load was 
greatest, multiplying it by 8,760, the number of hours per year, and dividing the 
result by the number of kilowatt hours actually produced during the year. The 
maximum kilowatt delivery required by central station customers at any time dur- 
ing the year was determined from the average kilowatt delivery during the peak 
15 minutes of the year instead of from the peak instant, in order to offset any 
irregular factor such as a short circuit, which was likely to occur during a single 
minute. The product of the peak kilowatt delivery and 8,760 represented the 
greatest possible number of kilowatt hours per year, and was used as a standard 
against which to compare actual performance. This figure was considered 100%. 
Each year the annual load factor approached nearer to this unattainable goal, but 
could never quite reach it because of the increased demand on the station from 
year to year. 
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tion is reported; total dollar sales, as reported in statements of impor- 
tant companies and in the Census of Manufactures; value added by 
manufacture; number of employees; rated horse power of installed 
machinery; invested capital; and other similar data reported biennially 
in the Census of Manufactures. All these are weak in that the census 
classification of companies frequently does not provide data that are 
comparable with the figures from any one company. The census seldom 
provides, furthermore, data suitable for comparison with subdivisions 
of a company’s line of products. 

Many inadequacies can be recognized in the classified power con- 
sumption data which impair their usefulness in a comparison with 
classified Thropp Electrical Company sales; yet it is questionable 
whether any better data for comparison are available. 

Comparison of annual sales of durable goods like electric motors 
with an essentially cumulative series like power consumption intro- 
duces some avoidable inconsistencies. The first inconsistency arises 
from the changing unit used in sales of motors. If the motor is used 
as a unit, any increase in the average size of motor would retard the 
apparent growth in sales; if dollar value of sales is used, price changes 
would affect sales in a manner having no logical relation to power con- 
sumption. If available, the kilowatt rating should be used as the unit 
in measuring motor sales. 

The second inconsistency arises from the fact that the power figures 
are essentially cumulative and the motor sales figures are noncomula- 
tive. Motor sales figures should be made cumulative, as suggested in 
the case, by accumulating the sales through the years, and by deduct- 
ing sales of earlier years prior to the estimated life of a motor. In this 
manner the motors sold by the Thropp Electrical Company and actually 
in use at any given time may be approximated. Comparisons between 
two series of data should not be attempted when one is in cumulative 
and one in noncumulative form. 

The power consumption data for earlier years were subject to serious 
question as to their authenticity. In so far as they all were estimated, 
as was also electricity consumed in lighting, their use by the Thropp 
Electrical Company as a basis for evaluating sales growth would be 
open to serious question. In view of the evidence offered in the case, 
the comparison appears to be neither worth while nor advisable. 


April, 1927 D. B.S. 


MariILtANnpD Company! 
MANUFACTURER—WASTE CONTAINERS AND TINWARE 


SALES ForcE ControL—Decreasing Selling Expense by Intensifying Sales 
Efforts. A company manufacturing waste containers and tinware found 
that during the period from 1916 to 10923 the ratio of selling cost to 
selling price had increased 50%. Most of this increase had occurred in 
the territory where the company maintained traveling salesmen, who 
sold its products to retailers. The sales manager and his assistant 
solicited orders from wholesalers throughout the United States. In order 
to decrease the percentage of selling expense, the company decided to 
intensify its sales efforts by providing automobiles for some salesmen, 
by employing additional salesmen in districts too large to be covered 
thoroughly by one man, by mapping out definite routes for salesmen, by 
requiring daily reports from them, and by instituting a campaign of 
direct mail advertising to wholesalers. 


(1923) 


In 1923 a report by a firm of cost accountants revealed that 
in the period from 1916 to 1923 there had been a 1% increase in 
the ratio of unit production cost to selling price and a 50% in- 
crease in the ratio of selling cost to selling price for the Mariland 
Company’s products. In 1916, for example, a standard product 
which the Mariland Company sold for $1 cost 70 cents to manu- 
facture and 16 cents to sell. The same product in 1923 was sold 
for $1.17, cost 83 cents to manufacture, and 28 cents to sell. 
During this same period, volume of sales in dollars had increased 
50%, of which approximately 20% represented higher selling 
prices. Most of the increase in selling expense had occurred in 
the territory where the company maintained traveling salesmen. 
The company believed that this increase was due to laxity in the 
control of salesmen and of the traveling expenses and to efforts 
made to enlarge the range of the territory in which certain sales- 
men traveled. From the results of this study the Mariland Com- 
pany wished to evolve a plan which would maintain the existing 
rate of growth in sales without incurring a corresponding increase 
in selling expense. The factory could fill a 50% greater volume 
of orders than it was receiving. 

The Mariland Company manufactured ash and garbage cans, 
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pails, measures, funnels, waste cans, and patented tinware. About 
one-half of its volume of sales was of ash and garbage cans and 
pails which were sold directly to hardware retailers and depart- 
ment stores by 12 salesmen in a territory consisting of 7 states. 
In one of these states the company maintained its office and 
factory. The salesmen also made occasional visits to wholesalers 
in the territory contiguous to the factory. The company did not 
use traveling salesmen outside this 7-state territory. Approxi- 
mately one-third of its sales volume consisted of measures, fun- 
nels, and waste cans, which were sold to about 1,000 automotive 
equipment and hardware wholesalers throughout the United 
States by the sales manager or an assistant, who visited these 
wholesalers once or twice a year. The balance of its sales were in 
patented tinware items, which were sold to hardware wholesalers 
throughout the United States by the sales manager or an assist- 
ant; they solicited orders intermittently and relied upon the 
popular features of the items to secure repeat orders. The ratio 
of selling cost to sales had not increased greatly in the products 
sold to wholesalers. The company had only one keen competitor 
in the territory where it maintained traveling salesmen and about 
50 in the entire United States. The company advertised only in 
trade journals. 

Each year during the period from 1916 to 1923 the salesmen 
had sold an increasing quantity of the Mariland Company’s prod- 
ucts. Each salesman had a district chosen arbitrarily without 
regard to potential sales. No quotas were assigned to the dis- 
tricts, nor were salesmen required to make reports of their activi- 
ties. The salesmen did not have automobiles in which to call on 
their customers. Salesmen received commissions not only on all 
direct sales, but also on all mail orders from companies located 
in their respective sales districts. 

It was the opinion of the Mariland Company that the salesmen 
were losing many potential sales in their districts because retailers 
were ordering direct from manufacturers located outside the 
territory in which the company maintained its salesmen. It be- 
lieved that efforts should be made to secure more orders from 
retailers who could be served more promptly by the Mariland 
Company than by competitors, and that less emphasis should be 
placed on the expansion of the territory in districts where com- 
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petition was keener, especially since ash and garbage cans were 
expensive to ship and all freight was prepaid. 

Because salesmen had no well-defined routes to follow within 
their districts, they concentrated their attention on those custom- 
ers to whom they could make sales with the least effort. Even 
though they did not cover their districts thoroughly, the districts 
were large enough to permit salesmen to obtain each year com- 
missions which yielded a moderate income. The salesmen ad- 
mitted that they had idle time which could be used for more 
frequent visits to customers. 

Experience had proved that wholesalers of the Mariland Com- 
pany’s products did not wish to be called on frequently, but pre- 
ferred to place orders with the company by mail and to receive 
only an occasional visit from the sales manager. A few retailers, 
on the other hand, informed the sales manager that they ordered 
cans and pails from the company whose salesmen visited them 
when they needed to purchase more stock. If the Mariland Com- 
pany’s salesmen called more frequently and regularly, these retail- 
ers would place orders with them, because the Mariland Com- 
pany’s products were comparable in quality with those of com- 
petitors and the company could make delivery more promptly 
than could competitors with factories outside the territory. The 
Mariland Company believed also that a larger volume of sales 
to wholesalers could be attained without increasing the percent- 
age of selling cost. 

If the salesmen intensified their sales efforts, they might have 
to spend more time with each customer. The salesmen, therefore, 
might be unwilling to undertake a more thorough working of their 
districts, in the belief that they would earn less by this method. 
If the company were convinced, however, that intensified sales 
efforts would increase sales volume more than enough to counter- 
act the increase in expense and hence decrease the percentage of 
selling cost to sales, it was willing to pay its salesmen salaries equal 
to the amounts which they then were earning by commissions. 

A plan to obtain the desired results was outlined. In order to 
intensify sales efforts, the company was to purchase low-priced 
automobiles for the salesmen in districts where automobile trans- 
portation seemed preferable to rail, and to employ two or three 
additional salesmen in districts which were too large to be covered 
thoroughly by one salesman. It was estimated that this expendi- 
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ture would increase sales costs about 15% above the existing 
figure. The new salesmen were to be paid salaries. The company 
also mapped out definite routes for its salesmen, in order that 
each customer might be called on once every two weeks instead 
of about once in four to six weeks as under the existing plan. 
Daily reports stating the number of customers called on, orders 
taken, and sales resistance experienced, were to be required from 
all salesmen. The traveling expenses incurred by the sales man- 
ager or his assistant in visiting automotive equipment and hard- 
ware wholesalers were believed to be too high to enable the com- 
pany to secure a larger volume of sales without at least a propor- 
tionate increase in selling expense. Consequently, the proposed 
plan stipulated that sales to wholesalers be stimulated by a cam- 
paign of direct mail advertising, which would cost about 5% as 
much as an additional visit to these wholesalers. This advertising 
could present special assortments of the Mariland Company’s 
regular products. 

The Mariland Company decided to intensify its sales efforts by 
the adoption of these suggestions. Orders for the products sold 
to wholesalers were solicited by a series of direct mail advertising 
campaigns on assortments of the company’s regular products at 
special prices. 

About one-third of the wholesalers previously solicited re- 
sponded to the direct mail advertising. In 1924 information was 
not available as to whether the percentage of selling cost to sales 
had declined, but in one or two districts sales had been stimulated 
greatly. 


CoMMENTARY: The comprehensive plan outlined by the Mariland 
Company involves a series of detailed problems, none of which can 
be developed within the compass of a short commentary. It is assumed 
that the products were satisfactory to the public, that the general 
policies of the company, prices, and distribution were satisfactory, and 
that the desired increase in sales was to come from an increase in the 
effectiveness of the sales force. There is some evidence for the last as- 
sumption in the statement that sales expense had increased particularly 
in territories which the salesmen covered. 

The plan contemplated an increase in total sales costs of approxi- 
mately 15%. Though this might involve additional financial outlay 
and increased risk, the increase in total sales cost is to be condemned 
only if sales volume was not increased proportionately, at least within 
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a reasonable period. The cost per unit of product distributed should 
be the criterion. 

The plan to use automobiles in certain districts was one which should 
have been carried out only after careful study of the best means of 
reaching customers in those districts. Practical experience in the use 
of automobiles does not always show realization of savings which the- 
oretical consideration claims for that means of transportation. 

The establishment of definite routes for salesmen is in accordance 
with good practice, particularly where sales work can be regularized, 
and where the same customers and prospects are to be called upon at 
frequent intervals. Lack of planning of definite routes results in loss 
of time, increased expense, and unsatisfactory control. However, the 
establishment of such routes by the sales manager alone without con- 
ference with the salesmen is not to be approved without further ques- 
tion. The routing of salesmen requires detailed knowledge, experience, 
and judgment, which the sales manager may not possess in regard to 
particular territories. 

The use of frequent reports as a means of control is generally to be 
recommended, provided the report system is as simple as possible for 
the purpose of giving the needed information, and provided the reports 
are used to direct the salesman’s work, and not simply as a basis for 
adverse criticism of his work. Care should be taken to require only 
the minimum amount of clerical work of the salesman. 

All of the above were important in increasing the relative amount of 
sales effort expended in selling the Mariland Company’s product by the 
sales force already engaged. For the most part they involved details. 
None of them was as important as the leadership of the sales manager, 
and the training, cooperation, and direction which he gave the salesmen. 
From the viewpoint of the salesmen as well, there was advantage in hav- 
ing proper direction, work which was carefully mapped out, and leader- 
ship. The use of additional salesmen would be warranted only after 
careful study which showed that these salesmen, as well as those already 
engaged, would be fully occupied in calling upon customers and pros- 
pects at least within a reasonable length of time after hiring. 

The effectiveness of a sales force may be increased by a change in the 
sales plan to include advertising. No sales manager has a right to 
assume that the particular sales plan which he uses is the best possible 
plan. The amount of personal selling effort expended upon a territory 
may be too great or too small. It may lack advertising in proper form 
or proper amount. In all these things the sales manager must proceed 
on an experimental basis, guided in part by his own past experience and 
the experience of others, and in part by the results of tests which can 
sometimes be made. 


February, 1927 Hehe 


Martet Company! 
MANUFACTURER—VACUUM CLEANERS 


SALES ORGANIZATION—M anufacturer’s Salesmen Placed in Department Stores. 
A company manufacturing vacuum cleaners, which sold at higher prices 
than those of competitors, distributed its product through hardware 
stores, general merchandise stores, and stores selling electrical equipment, 
a majority of which employed house-to-house canvassers. In order to 
obtain maximum distribution for its product, the company decided in 
1918 to offer to place its own salesmen in department stores which did 
not sell competing equipment, meeting the expense by allowing depart- 
ment stores a 20% trade discount on purchases instead of the 40% dis- 
count ordinarily allowed retailers. By 1923, 60% of the company’s sales 
were being made by this method. 


(1918) 


In 1918, the Martel Company, which manufactured vacuum 
cleaners, concluded that if it was to obtain maximum distribution 
for its products, they must be sold by department stores. The 
company was of the opinion that consumers no longer regarded 
a vacuum cleaner as a luxury. Department stores, however, as a 
rule were unwilling to stock vacuum cleaners, because they were 
expensive and apt to have a low rate of stock-turn. Many depart- 
ment stores believed, furthermore, that salesmen for vacuum 
cleaners needed special training because of the technical nature 
of the product. 

The Martel Company had been incorporated in 1907 to pro- 
duce hand power vacuum cleaners for sale under its own name. 
In 1917 the company had perfected the electric power type of 
vacuum cleaner. The company distributed its products nationally 
through stores selling electrical equipment, hardware stores, and 
general merchandise stores. A majority of these retailers em- 
ployed salesmen who canvassed from house to house in their ter- 
ritories. The Martel Company’s salesmen, who also did house- 
to-house canvassing, aided the retailer’s salesmen by instructing 
them in the selling points of the equipment. The company sold 
to retailers at 40% off the list price and allowed them credit terms 
of 2% 15 days, net 30 days. The prices of the company’s vacuum 
cleaners were higher than were those of most competing products. 


1 Fictitious name. 
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The sales manager of the Martel Company suggested that the 
company offer to place its own salesmen in department stores to 
sell its products. Such salesmen would continue on the Martel 
Company’s pay roll, receiving salaries and commissions. The 
company could meet this expense by allowing the department 
stores a 20% trade discount on purchases instead of the 40% dis- 
count ordinarily allowed retailers. Since the manufacturing com- 
pany was to pay the salesmen, they could be expected to protect 
its interests. It also would be to the advantage of the depart- 
ment stores to assist the manufacturer’s salesmen. . 

It was probable that if the company placed its salesmen in 
department stores, the salesmen would continue to do some house- 
to-house canvassing. Their business cards then would bear the 
names of the stores in which they were located; such a credential 
would be a valuable introduction. 

One of the company’s executives suggested that, instead of sup- 
plying department stores with salesmen, the company offer to 
train the department stores’ salesmen to sell its products. This 
plan would provide capable sales persons and would relieve the 
manufacturer of the responsibility for obtaining salesmen and 
supervising their activities. Objections were raised to this plan, 
however. Salesmen who were paid by the department stores, even 
though trained by the Martel Company, might be required to sell 
the products of the Martel Company’s competitors. If the sales- 
men proved to be especially capable men, the stores might trans- 
fer them to other departments. 

If the Martel Company’s competitors also decided to place their 
salesmen in department stores, competing salesmen might be 
working side by side in a store. Since this was likely to lead to 
price cutting, the Martel Company decided that if it adopted this 
method of distribution it would insist that stores in which its sales- 
men were placed should sell no competing equipment. Another 
reason for this decision was that, since the prices of the company’s 
vacuum cleaners were higher than those of most competing prod- 
ucts, a prospective customer who came to a department store to 
purchase a Martel cleaner as the result of a salesman’s demon- 
stration in her home might purchase a competing cleaner, because 
of the lower price, unless the store sold the Martel brand ex- 
clusively. 

The Martel Company decided to offer to place salesmen who 
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were on its pay roll in department stores for indefinite periods. 
Several department stores accepted this offer. A few stores still 
were reluctant to invest their capital in equipment likely to have 
a slow rate of stock-turn. They offered, however, to adopt the 
plan if they were not required to pay for the vacuum cleaners 
until after the cleaners had been sold. The Martel Company 
agreed to this provision in a number of instances. The company 
succeeded in placing its salesmen in a representative department 
store in each important city in the United States. The plan 
proved satisfactory. By 1923, 60% of the company’s sales were 
being made by this method. 


CoMMENTARY: Because aggressive selling is required to dispose of 
vacuum cleaners, the alternatives open to the Martel Company were 
few in number. The plan of hiring and maintaining a sales force to 
sell from house to house possesses some advantages but decided dis- 
advantages. The advantages are those of direct control and the most 
aggressive type of selling. The disadvantages are the high cost, due 
both to the limited number of calls which can be made in a day and 
to the large turnover of sales force, and the large attendant risks of 
various types. The increasing difficulty of access to householders, 
which reflects the public’s growing disapproval of house-to-house 
methods, increases the costs of those methods. 

In the initial stages of the marketing of vacuum cleaners it is highly 
probable that house-to-house selling was the only method which could 
bring about widespread introduction of the product and familiarity 
with it within a short period of time.2 Retailers and wholesalers were 
neither in a position to offer the aggressive effort necessary, nor were 
they willing to do so. 

The disadvantages of house-to-house selling, from the point of view 
of making contacts, extending the credits necessary in the case of ex- 
pensive products, and maintaining a sales force, are not encountered in 
selling through retailers. Distribution through retailers, however, gener- 
ally does not result in sufficient effort to gain the volume considered 
necessary here, if special measures are not taken. Experience has shown 
it frequently to be unsatisfactory to depend upon the retailer, without 
special arrangement, to push a specialty product such as the vacuum 
cleaner. Although he may assign sales persons to such products, their 
interest may be divided, and they cannot be trained as fully in the par- 
ticular product as they can be trained by the manufacturer. Satis- 





2Upon this point cf. Everett R. Smith, “The Economic Future of House-to- 
House Selling,” Harvard Business Review, April, 1926, Vol. 4, pp. 326.332. 
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factory training is not to be expected from the ordinary store training 
course. Furthermore, the manufacturer usually cannot exercise the 
desired degree of control over methods when the demonstrators are 
paid by the store. Training of the retailers’ employees by the manu- 
facturer does not guarantee him continuing advantage, such training 
being largely transferable to other makes of the product. To obtain 
the full advantages, it is necessary that the demonstrators be trained 
by the manufacturer, maintained by him, and controlled within the 
limits consistent with store discipline and organization. 

In general, it may be said that the decision of the Martel Company 
is to be approved as a means for securing the intensive selling effort 
needed so long as much remains to be done in educating a public to 
a comparatively new type of product. Even though the difficult intro- 
ductory work had been done in most communities, there remained 
much more to be done. Furthermore, changes in methods, policies, 
and models by the manufacturer could be introduced much more easily 
and with much less resistance under such a method than by selling 
on a merchant basis without such demonstrators. There is a possible 
objection that any attempt to make this the exclusive policy of the 
company would meet with the objection of many department stores 
and other large retail stores to having any employees other than those 
paid by them. The use of demonstrators as here proposed is to be 
fully approved only if their employ results in a smaller total unit cost 
of selling. If the reduction in trade discount did not fully cover 
costs of their employment, the problem would be quite a different one. 


February, 1927 H. R. T. 


CaLHouN MaNuFActTuRING Company! 
MANUFACTURER—STATIONERS’ SUPPLIES 


Hirinc—Use of Rating Scale in Selecting Salesmen. A company which 
manufactured ink, typewriter ribbons, and carbon paper had prepared 
a set of instructions for the guidance of executives in the selection of 
salesmen. Information regarding each candidate’s training and experience 
was entered on an application record, one feature of which was a scale 
for rating an applicant’s qualifications. When in IQIQ a vacancy occurred 
in the company’s sales force, a selection had to be made from among 
seven candidates, on the basis of their ratings. 


(1919) 


The Calhoun Manufacturing Company was engaged in the 
manufacture and sale of ink, typewriter ribbons, and carbon 
papers. Its products were sold to a few wholesalers, to large re- 
tailers, and to large industrial and commercial consumers. The 
company maintained a traveling sales force of about 40 men. The 
members of the sales force were high-grade salesmen. The com- 
pany, nevertheless, wished to exercise even greater care in the 
future in the selection of recruits for the sales force, in order to 
improve its quality. The following instructions consequently 
were issued regarding the selection of salesmen: 


SELECTION OF SALESMEN 
Qualifications: 
Calhoun salesmen should be selected from prospects who possess or 
can be trained to attain the qualifications described below. 
1. Health: 
There should be no question of the applicant’s health, which 
means not only condition at the time, but also his power of 
resistance. This is to be determined by a physician’s exam- 
ination. 
2. Appearance and Manner: 
The chief points to be noted under this heading are 
a) personal neatness, as shown by condition of nails and 
teeth, beard and hair; 
6) dress, as shown by condition of shoes, linen, hat, and 
suit; 
c) taste, as shown by style and colors of clothing; 
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d) bearing, as shown by the degree of courtesy, pleasing 
voice, sense of humor, and so forth. 

3. Industry: 
This is an important qualification and means that the man 
should possess the trait of working hard under all conditions, 
pleasant or discouraging. It has been called stick-to-itiveness, 
persistency, grit. 

4. Education: 
The equivalent of a high school education is the lowest edu- 
cational standard we should accept. This education may 
have been obtained actually at a high school, or in an eve- 
ning school, or by the faculty of learning in other ways. Fur- 
thermore, if over four years removed from high school gradu- 
ation age (17 years), we should check up his knowledge of the 
general business principles that he should have learned where 
previously employed. This will indicate his ability to learn 
wherever he is placed and his habits of attention to the tasks 
assigned to him. 

5. Age: 
We should select men whose ability to learn new ways of 
doing things is still pronounced. Another way of putting it 
is to say that we want men who can be moulded easily to fit 
our needs, and yet men who are mature. The usual age that 
carries these qualities is from 20 to 25 years. It should be 
borne in mind, however, that these qualities frequently are 
to be found in men of older years, 

6. Personality: 


This is the sum total of the effects of all qualifications. It 
is not safe to use this as an individual quality, but it may be 
used to describe the man after the detailed analysis has been 
made. 


Interview: 


The following suggestions for sizing up a man are helpful in deter- 
mining whether the candidate has the qualifications for a position as 
a Calhoun salesman. 

1. Intermittent Interview: 

The candidate should be observed under as diverse conditions 
as possible. This can be done in several ways—in his place 
of employment, by taking him to lunch, by having him call 
at the office, and so on. The purpose is to remove artificial 
restraint and thus judge him as he naturally acts and talks, 
or in other words to study the man while he is “off his guard.” 
Again, by observing him at intervals there is a correspond- 
ingly greater chance of studying the man under varying con- 
ditions and in various moods. 


2. Multiple Interviews: 
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It has also been helpful to have a senior salesman interview 
and observe a prospective salesman. In fact, selections made 
on the basis of more than one man’s judgment usually mean 
a sounder decision. 

3- Record of Interviews: 
After each interview or observation of the candidate, it will 
be helpful to note the impression of the different qualities he 
has. The application blank is to be used to jot down the 
various facts learned and impressions gained from time to 
time. The impression will vary from one time to the next and 
give warning as to the points to be verified. 

4. Final Interview: 
The blank, with all its details, should be filled out when it 
has been decided that the prospective candidate is worthy of 
serious consideration for a position with us. At that time 
ascertain all the facts. All decisions or qualifications which 
involve judgment, not facts, should be made before the final 
interview. At this time, in addition to checking up the items 
of age, resistance, and so on, find out if the man is able and is 
willing to go wherever he may be called upon by us to go. 

Source of Supply: 
The following suggestions are made to indicate where such men as 
we need have been found in the past. 

1. Calhoun branch houses 

2. The Calhoun factory 

3. Customers’ stores 
This is a very good source in which to practice the intermit- 
tent interview method, particularly to check up the qualifi- 
cations of appearance, manner, industry, age, and education. 
The employee in the customer’s store need never know that 
he is being studied as a possible Calhoun salesman; hence 
he will be “off his guard” and natural. Employees in our 
customers’ stores acquire a knowledge of our lines that is of 
value to them, if they sell for us. 

4. High school 
Here is also a place to find the right kind of material. It is 
always possible to get in touch with the principal of the school 
and go over with him the list of young men who will be 
graduated. He or his assistants know each boy’s qualities 
and ambitions and usually can recommend one or two possi- 
bilities for observation. 

5. Advertising 
Experience has proved that this method of getting a supply 
of candidates is not efficient. It should be used only as a last 
resort. 
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APPLICATION RECORD 
CALHOUN MANUFACTURING COMPANY 


Full Name : 
Source of Apfiication (Check) 


C. M. C. Branch House Recommended Advertisement” Personal 
C. M. C. Factory _-by Customer. Other 


Interviewed by Ht Dates mee can-\ cue 
Local Address aA + Telephone 47 4 
Home Address __ + -+— 

Birthplace of Father _l- wo. 
Age wf _ Where Born Birthplace of Mother_&. 


Sin glee a Oe ee Wholly — 
Married —_ No. Children _——_ 10tal No. Dependents Partial J 


Health (Apparent) (Rating by Physician) 


EDUCATION 


mm : 
Grade School High School ‘Trade School Business School College 
Special Courses (Specify) aA, 


ACTIVITIES 
Business Organizations C5 Member) track 


Social Organizations , 
Athletics 
Hobbies 


PREVIOUS EMPLOYMENT 


Company Period Job Salary Reasons for Refer- 
Monthly Leaving ences 


Good 
Fair / 


Poor 


Z eee 
‘air / 
[09 ht dhru Poor 
% 


Good 
Fair # 


A. hha Poor 


Will be Willing to Take Any A§signment? Wes eGenN o/c 
Qualifications (Applicant to be Rated After Each Interview) 


ood {Fair} Poor 
[Good [Fair [Poor] 


Adaptability 
Tact and Courtesy 
Alertness 
Frankness Ambition 
Energy Analytical Power 
Persistence Attention to Detail 
Persuasive Force Interest and Enthusiasm 
Breadth of View Business Sense 
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: Dates 


Interviewed by___“. Ws Ae 
Local Address A t+ Telephone_4+- 4" 
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buwwy all cur. 










(Knowledge of Special Lines, etc.) 
Territory Desired 
Will be Willing to Take Any AsSignment? Yes £2 Nos 
Qualifications (Applicant to be Rated After Each Interview) 


ea 

















Personal Appearance Adaptability 









Dress Tact and Courtesy 
Voice and Language Alertness 
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Energy Analytical Power 
Persistence Asttention to Detail 
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Business Sense 
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Breadth of View 
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APPLICATION RECORD 
CALHOUN MANUFACTURING COMPANY 
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Source of Application (Check) 
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APPLICATION RECORD 
CALHOUN MANUFACTURING COMPANY 


Full Name At. 
Source of Application (Check) 


C. M.C. Branch House Recommended Advertisement Personal 


C. M. C., Factory by Customer” Other 
Interviewed by SU Re LEO ve A se 


Local Address __- 4-" 4 CtCs—CSTedephone 


Home Address ieee 
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Company Period Salary Reasons for Refer- 
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Good 
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Good 

Fair 


SPECIAL ABILITY 
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APPLICATION RECORD 
CALHOUN MANUFACTURING COMPANY 


Full Name — Merge Matin 
Source of Application (Check) 


C. M. C. Branch House Recommended Advertisement Personal 
C. M. C. Factory by Customer Other 
















Interviewed by Dates ft Sie 
Local Address __-_+— Telephone _4-° f 










Home Address 
Birthplace cf Father__#. 


Age £6 Where Born @cr-ta _ Birthplace of Mother” 







Single = Wholly 3 
Married (= _ No, Children "22, “T°t#! No. Dependents) Wn se 
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EDUCATION 


Grade'Schoo! High Khool Trade School Business School College 
Special Courses (Specify) aie 












ACTIVITIES 


Business Organizations (Specify if Member) + 

Social Organizations De iad ier enaoeae 
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PREVIOUS EMPLOYMENT 


Company Period Job Salary Reasons for Refer- 
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Will be Willing to Take Any Assignment? Yes_——_No 
Qualifications (Applicant to be Rated After Each Interview) 


































Personal Appearance, Adaptability 

Dress Tact and Couttesy 
Voice and Language Alertness 

Frankness Ambition 

Energy Analytical Power 
Persistence Attention to Detail 
Persuasive Force Interest and Enthusiasm 
Breadth of View Business Sense 
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APPLICATION RECORD 
CALHOUN MANUFACTURING COMPANY 


Full Name Lueg Wwtil~ 


Source of Application (Check) ' 
C. M. C. Branch House Recommended Advertisement Personal -~ 
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Persuasive Force 
Breadth of View 
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APPLICATION RECORD 
“CALHOUN MANUFACTURING COMPANY 


Full Name Bi dae 1) 


Source of Application (Check) Me 
C. M.C. Branch House Recommended Advertisement Persona] 
C. M. C. Factory by Customer Other 


Interviewed by chee Dates__ + 
Local Address ___ + 4 Telephone _+-4 oe 


Home Address 1s 
Age LI Where enolate of Mother_._w. 
Single Wholly = 


Married No. Children ——— Total No. Dependents Partial ~ 
Health (Apparent) (Rating by Physician) 


EDUCATION 


an = 
Grade School High School Trade School Business School College 
Special Courses (Specify) + 


ACTIVITIES 
Business Organizations pce Y if Member) 


yo y 
MAb Ai 


Athletics 
Hobbies 


PREVIOUS EMPLOYMENT 


Company Period Salary Reasons for Refer- 
Monthly Leaving ences 


SPECIAL ABILITY 


(Knowledge of Special Lines, etc.) 
Territory Desired 
i ili i Yes_~ No _——— __ 


Will be Willing to Take Any’ Assignment? 
Qualifications (Applicant to be Rated After Each Interview) 


Adaptability 

Tact and Courtesy 
Voice and Language Alertness 
Frankness Ambition 
Energy Analytical Power 
Persistence Attention to Detail 
Persuasive Force Interest and Enthusiasm 
Breadth of View Business Sense 
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6. Small cities and large towns 
District managers and salesmen, as they travel, can keep in 
mind the need for Calhoun salesmen and be on the lookout 
for good prospects. The smaller cities and larger towns are 
as likely to have them as the large cities. 

7. Records 
A list of possible candidates should be kept at all times. The 
method of intermittent interviews makes it possible to take 
sufficient time to size up the man, so that whenever there 
comes a call for more men, all the work preliminary to the 
final interview will have been done with a number of good 
prospects in sight for the position. 


In October, 1919, a vacancy occurred on the Calhoun sales 
force; it was to be filled by one of the candidates whose appli- 
cation records, with omission of minor details, are given on the 
preceding pages. The successful candidate was to be assigned to 
the Ohio district; it was expected, however, that later it might 
become necessary to transfer him elsewhere, 


Commentary: The specific problem presented in this case was to 
make a selection from the seven candidates for the vacant position of 
salesman. The choice was narrowed down readily to two candidates— 
William Brown and Amos White. Their qualifications were manifestly 
superior to those of the other five candidates. 

On such inherently significant qualifications as frankness, energy, 
alertness, and interest and enthusiasm, both candidates were rated as 
good. On dress and on attention to detail, Brown ranked above White. 
On personal appearance, persuasive force, adaptability, tact and cour- 
tesy, and business sense, White had the higher rating. These were 
qualities, however, which might fairly be expected to be susceptible of 
improvement by proper training, especially in the case of a man whose 
business experience had been limited to factory work. The superiority 
which White manifested in his ratings on these qualities, furthermore, 
was more than offset by the fact that Brown already was in the com- 
pany’s employ, familiar with its factory methods and policies. He was 
well rated by the executives in whose departments he had worked. For 
him, the appointment to a position as salesman was in the nature of a 
promotion. Under such circumstances, promotion of a man in the 
company’s employ was likely to aid in engendering confidence among 
other ambitious employees that they might expect recognition of their 
achievements and preference over outsiders when vacancies occurred in 
positions to which they might aspire. The stimulating effect of the 
promotion, not only on Brown himself but also on his coworkers, 
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counted for more than White’s superior rating on the qualifications 
noted above; hence Brown was the logical selection for the position, 
provided he gave a good account of himself in the final interview. 

Although the form of the application record and of the rating scale 
used by the Calhoun Manufacturing Company probably was not perfect 
in all its details, its utility in practice is exemplified in this case. 


February, 1926 Mot 


UNITED States v. GENERAL ELEcTRIC Company, e¢ al. 
MANUFACTURER—ELECTRIC LAMPS 


PRICE MAINTENANCE—Manufacturer’s Right to Specify Prices under Agency 
Contracts. Through the ownership of patents covering completely the 
making of tungsten incandescent lamps, an electrical manufacturing 
company held the monopoly of their making, using, and vending. The 
company distributed its product under contracts providing that title 
to the lamps should remain in the company until they were sold by the 
distributors and that the latter should pay for the lamps after sales were 
made. The company assumed all risk of fire, obsolescence, and price 
decline, and carried insurance and paid taxes on stocks of lamps in the 
distributors’ hands. The Supreme Court of the United States construed 
the arrangement to constitute a contract of agency, and held that a 
restriction in the contracts as to prices at which sales were to be made 
by the agents, therefore, was not a restraint of trade and a violation of 
the Anti-Trust Act.? 


PRICE MAINTENANCE—Right of Patent Owner to Fix Prices Charged by 
Licensee of Patented Process. An electrical manufacturing company 
was the owner of patents entirely controlling the manufacture, use, and 
sale of tungsten incandescent lamps. The Supreme Court of the United 
States held that the company might, without violating the Anti-Trust 
Act, impose in a license to another company to make, use, and sell 
lamps under such patents the condition that sales should be at prices 
fixed by the licensor and subject to change according to its discretion.” 


(1926) 
Mr. Chief Justice Tart delivered the opinion of the court. 


This is a bill in equity, brought by the United States in the District 
Court for the Northern District of Ohio, to enjoin the General Electric 
Company, the Westinghouse Electric & Manufacturing Company, and 
the Westinghouse Lamp Company from further violation of the Anti- 
Trust Act of July 2, 1890.* The bill made two charges, one that the 
General Electric Company, in its business of making and selling incan- 
descent electric lights, had devised and was carrying out a plan for their 
distribution throughout the United States by a number of so-called 
agents, exceeding 21,000, to restrain interstate trade in such lamps and 
to exercise a monopoly of the sale thereof; and, second, that it was 
achieving the same illegal purpose through a contract of license with 





1 Supreme Court of the United States. Argued October 13, 1926. Decided 
November 23, 1926. 47 Sup. Ct. 192. 
2 Headnote by Graduate School of Business Administration. 


3 26 Stat. 209, c. 647 (Comp. St. §§ 8820-8823, 8827-8830). 
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the defendants, the Westinghouse Electric & Manufacturing Company 
and the Westinghouse Lamp Company. As the Westinghouse Lamp 
Company is a corporation all of whose stock is owned by the Westing- 
house Electric & Manufacturing Company, and is but its selling agent, 
we may treat the two as one, and reference hereafter will be only to 
the defendants, the General Electric Company, which we shall call the 
Electric Company, and the Westinghouse Company. 

The government alleged that the system of distribution adopted was 
merely a device to enable the Electric Company to fix the resale prices 
of lamps in the hands of purchasers, that the so-called agents were in 
fact wholesale and retail merchants, and the lamps passed through the 
ordinary channels of commerce in the ordinary way, and that the re- 
straint was the same and just as unlawful as if the so-called agents 
were avowed purchasers handling the lamps under resale price agree- 
ments. The Electric Company answered that its distributors were bona 
fide agents, that it had the legal right to market its lamps and pass them 
directly to the consumer by such agents, and at prices and by a system 
prescribed by it and agreed upon between it and its agents, there being 
no limitation sought as to resale prices upon those who purchased from 
such agents. 

The second question in the case involves the validity of a license 
granted March 1, 1912, by the Electric Company to the Westinghouse 
Company to make, use, and sell lamps under the patents owned by the 
former. It was charged that the license in effect provided that the 
Westinghouse Company would follow prices and terms of sale from 
time to time fixed by the Electric Company and observed by it, and that 
the Westinghouse Company would, with regard to lamps manufactured 
by it under the license, adopt and maintain the same conditions of 
sale as observed by the Electric Company in the distribution of lamps 
manufactured by it. 

The District Court upon a full hearing dismissed the bill for want 
of equity, and this is an appeal under Section 2 of the Act of February 
II, 1903, known as the Expediting Act (32 Stat. 823, c. 544, § 2 [Comp. 
Stis189251))s 

There had been a prior litigation between the United States and the 
three defendants and 32 other corporations, in which the government 
sued to dissolve an illegal combination in restraint of interstate com- 
merce in electric lamps, in violation of the Anti-Trust Act, and to enjoin 
its further violation. A consent decree was entered in that cause, by 
which the combination was dissolved, the subsidiary corporations sur- 
rendered their charters, and their properties were taken over by the 
General Electric Company. The defendants were all enjoined from 
fixing resale prices for purchasers, except that the owners of the patents 
were permitted to fix the prices at which a licensee should sell lamps 
manufactured by it under the patent. After the decree was entered, 
a new sales plan, which was the one here complained of, was submitted 
to the Attorney General. The Attorney General declined to express 
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an opinion as to its legality. The plan was adopted and has been in 
operation since 1912. 

The government insists that these circumstances tend to support the 
government’s view that the new plan was a mere evasion of the restric- 
tions of the decree and was intended to carry out the same evil result 
that had been condemned in the prior litigation. There is really no 
conflict of testimony in the sense of a variation as to the facts but only 
a difference as to the inference to be drawn therefrom. The evidence 
is all included in a stipulation as to certain facts, as to what certain 
witnesses for the defendants would testify, and as to the written con- 
tracts of license and agency made by the General Electric Company 
and the Westinghouse Company. 

The General Electric Company is the owner of three patents—one 
of 1912 to Just and Hanaman, the basic patent for the use of tungsten 
filaments in the manufacture of electric lamps; the Coolidge patent of 
1913, Covering a process of manufacturing tungsten filaments by which 
their tensile strength and endurance is greatly increased; and, third, 
the Langmuir patent of 1916, which is for the use of gas in the bulb, 
by which the intensity of the light is substantially heightened. These 
three patents cover completely the making of the modern electric lights 
with the tungsten filaments, and secure to the General Electric Company 
the monopoly of their making, using, and vending. 

The total business in electric lights for the year 1921 was $68,300,000, 
and the relative percentages of business done by the companies were: 
General Electric, 69%; Westinghouse, 16%; other licensees, 8%; and 
manufacturers not licensed, 7%. The plan of distribution by the Elec- 
tric Company divides the trade into three classes. The first class is 
that of sales to large consumers readily reached by the General Electric 
Company, negotiated by its own salaried employees, and the deliveries 
made from its own factories and warehouses. The second class is of 
sales to large consumers under contracts with the General Electric 
Company, negotiated by agents, the deliveries being made from stock 
in the custody of the agents; and the third is of the sales to general 
consumers by agents under similar contracts. The agents under the 
second class are called B agents, and the agents under the third class 
are called A agents. Each B agent is appointed by the General Electric 
Company by the execution and delivery of a contract for the appoint- 
ment, which lasts a year from a stated date, unless sooner terminated. 
It provides that the company is to maintain on consignment in the 
custody of the agent a stock of lamps, the sizes, types, classes, and 
quantity of which and the length of time which they are to remain in 
stock to be determined by the company. The lamps consigned to the 
agents are to be kept in their respective places of business, where they 
may be readily inspected and identified by the company. The con- 
signed stock, or any part of it, is to be returned to the company as it 
may direct. The agent is to keep account books and records giving 
the complete information as to his dealings for the inspection of the 
company. All of the lamps in such consigned stock are to be and 
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remain ‘the property of the company until the lamps are sold, and the 
proceeds of all lamps are to be held in trust for the benefit and for the 
account of the company until fully accounted for. The B agent is 
authorized to deal with the lamps on consignment with him in three 
ways—first, to distribute the lamps to those of the company’s A agents 
as directed by the company; second, to sell lamps from the stock to any 
consumer to the extent of his requirements for immediate delivery at 
prices specified by the company; third, to deliver lamps from the stock 
to any purchaser under written contract with the company to whom the 
B agent may be authorized by the company to deliver lamps at the 
prices and on the terms stated in the contract. The B agent has no 
authority to dispose of any of the lamps, except as above provided, and 
is not to control or attempt to control prices at which any purchaser 
shall sell any of such lamps. The agent is to pay all expenses in the 
storage, cartage, transportation, handling, sale, and distribution of 
lamps, and all expenses incident thereto and to the accounting therefor, 
and to the collection of accounts created. This transportation does not 
include the freight for the lamps in the consignment from the company 
to the agent. The agent guarantees the return to the company of all 
unsold lamps in the custody of the agent within a certain time after 
the termination of his agency. The agent is to pay over to the company 
not later than the 15th of each month an amount equal to the total sales 
value, less the agent’s compensation, of all of the company’s lamps 
sold by him—that is, first, of the collections that have been made; 
second, of those customers’ accounts which are past due. This is to 
comply with the guaranty of the agent of due and prompt payment for 
all lamps sold by him from his stock. Third, the agent is to pay to 
the company the value of all of the company’s lamps lost or missing 
from or damaged in the stock in his custody. 

There is a basic rate of commission payable to the agent and there 
are certain special supplemental and additional compensations for 
prompt and efficient service. If the agent becomes insolvent, or fails 
to make reports and remittances, or fails in any of his obligations, the 
appointment may be terminated, and, when terminated, either at the 
end of the year or otherwise, the consigned lamps remaining unsold 
are to be delivered to the manufacturer. It appears in the evidence 
that since 1915, although there is no specific agreement to this effect, 
the company has assumed all risk of fire, flood, obsolescence, and price 
decline, and carries whatever insurance is carried on the stocks of lamps 
in the hands of its agents and pays whatever taxes are assessed. This 
is relevant as a circumstance to confirm the view that the so-called 
relation of agent to the company is the real one. There are 400 of the 
B agents, the large distributors. They recommend to the company 
efficient and reliable distributors in the localities with which they are 
respectively familiar, to act as A agents, whom the company appoints. 
There are 21,000 or more of the A agents. They are usually retail elec- 
trical supply dealers in smaller places. The only sales which the A 
agent is authorized to make are to consumers for immediate delivery 
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and to purchasers under written contract with the manufacturer, just 
as in the case of the B agents. The plan was, of course, devised for the 
purpose of enabling the company to deal directly with consumers and 
purchasers, and doubtless was intended to avoid selling the lamps owned 
by the company to jobbers or dealers and prevent sale by these middle- 
men to consumers at different and competing prices. The question is 
whether by making such arrangements those who ordinarily and usually 
would be merchants buying from the manufacturer and selling to the 
public are to be treated as agents or as owners of the lamps, by reason 
of the consignment to them under such contracts. If they are to be 
regarded really as purchasers, then the restriction as to the prices at 
which the sales are to be made is a restraint of trade and a violation of 
the Anti-Trust Law. 

We find nothing in the form of the contracts and the practice under 
them which makes the so-called B and A agents anything more than 
' genuine agents of the company, or the delivery of the stock to each 
agent anything more than a consignment to the agent for his custody 
and sale as such. He is not obliged to pay over money for the stock 
held by him until it is sold. As he guarantees the account when made, 
he must turn over what should have been paid whether he gets it or not. 
This term occurs in a frequent form of pure agency known as sale by 
del credere commission. There is no conflict in the agent’s obligation 
to account for all lamps lost, missing, or damaged in the stock. It is 
only a reasonable provision to secure his careful handling of the goods 
intrusted to him. We find nothing in his agreement to pay the expense 
of storage, cartage, transportation (except the freight on the original 
consignment), handling, and the sale and distribution of the lamps, 
inconsistent with his relation as agent. The expense of this is, of course, 
covered in the amount of his fixed commission. The agent has no power 
to deal with the lamps in any way inconsistent with the retained owner- 
ship of the lamps by the company. When they are delivered by him 
to the purchasers, the title passes directly from the company to those 
purchasers. There is no evidence that any purchaser from the company 
or any of its agents is put under any obligation to sell at any price, or 
to deal with the lamps purchased except as an independent owner. 
The circumstance that the agents were in their regular business whole- 
sale or retail merchants, and under a prior arrangement had bought the 
lamps and sold them as their owners, did not prevent a change in their 
relation to the company. We find no reason in this record to hold 
that the change in this case was not in good faith and actually main- 
tained. 

But it is said that the system of distribution is so complicated and 
involves such a very large number of agents, distributed throughout 
the entire country, that the very size and comprehensiveness of the 
scheme brings it within the Anti-Trust Law. We do not question that 
in a suit under the Anti-Trust Act the circumstance that the combina- 
tion effected secures domination of so large a part of the business 
affected as to control prices is usually most important in proof of a 
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monopoly violating the act. But under the patent law the patentee is 
given by statute a monopoly of making, using and selling the patented 
article. The extent of his monopoly in the articles sold and in the terri- 
tory of the United States where sold is not limited in the grant of his 
patent, and the comprehensiveness of his control of the business in the 
sale of the patented article is not necessarily an indication of illegality 
of his method. As long as he makes no effort to fasten upon ownership 
of the articles he sells control of the prices at which his purchaser 
shall sell, it makes no difference how widespread his monopoly. It is 
only when he adopts a combination with others, by which he steps out of 
the scope of his patent rights and seeks to control and restrain those to 
whom he has sold his patented articles in their subsequent disposition of 
what is theirs, that he comes within the operation of the Anti-Trust Act. 
The validity of the Electric Company’s scheme of distribution of its 
electric lamps turns, therefore, on the question whether the sales are 
by the company through its agents to the consumer, or are in fact by 
the company to the so-called agents at the time of consignment. The 
distinction in law and fact between an agency and a sale is clear. For 
the reasons already stated, we find no ground for inference that the 
contracts made between the company and its agents are, or were 
intended to be, other than what their language makes them. 

The government relies in its contention for a different conclusion on 
the case of Dr. Miles Medical Co. v. John D. Park & Sons Can 2201Urs. 
373, 31 Sup. Ct. 36, 55 L. Ed. 502. That case was a bill in equity 
brought by the Miles Medical Company to enjoin Park & Sons Com- 
pany from continuing an alleged conspiracy with a number of wholesale 
and retail dealers in proprietary medicines, to induce the persons who 
had entered into certain agency contracts, to the number of 21,000 
throughout the country, to break their contracts of agency with the 
Medical Company, to the great injury of that company. The agency 
concerned the sale of proprietary medicines prepared by secret methods 
and formulas and identified by distinctive packages and trade-marks. 
The company had an extensive trade throughout the United States and 
certain foreign countries. It had been its practice to sell its medicines 
to jobbers and wholesale druggists, who in turn sold to retail druggists 
for sale to the customer. It had fixed not only the price of its own sales 
to jobbers and wholesale dealers but also the prices of jobbers and small 
dealers. The defendants had inaugurated a cut-rate or cut-price system, 
which had caused great damage to the complainants’ business, injuri- 
ously affected its reputation, and depleted the sales of its remedies. 
The bill was demurred to, on the ground that the methods set forth 
in the bill, by which attempt was made to control the sales of prices to 
consumers was illegal both at common law and under the Anti-Trust 
Act, and deprived the bill of any equity. This was the issue considered 
by the court. 

The plan of distribution of the Miles Medical Company resembled 
in many details the plan of distribution in the present case, except that 
the subject matter there was medicine by a secret formula, and not a 
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patented article. But there were certain vital differences. These led 
the Circuit Court of Appeals (164 Fed. 803, 90 C.C.A. 579) to declare 
that the language of the so-called contracts of agency were false in their 
purport, and were merely used to conceal what were really sales to the 
so-called agents. This conclusion was sustained by certain allegations 
in the bill inconsistent with the contracts of agency, to the effect that the 
Medical Company did sell to these so-called agents the medical pack- 
ages consigned. This court, however, without reference to these telltale 
allegations of the bill, found in the contracts themselves and their oper- 
ation plain provision for purchases by the so-called agents which 
necessarily made the contracts as to an indefinite amount of the con- 
signments to them, contracts of sale rather than of agency. The court 
therefore held that the showing made was of an attempt by the Miles 
Medical Company through its plan of distribution to hold its purchasers 
after the purchase at full price to an obligation to maintain prices on 
a resale by them. This is the whole effect of the Miles Medical Case. 
That such it was is made plain in the case of Boston Store v. American 
Graphophone Co., 246 U.S. 8, 21, 38 Sup. Ct. 257 250, 02). ders 5s 
Ann. Cas. 1918C, 447, in which then Chief Justice White reviewed the 
various cases on this general subject and spoke of the Miles Medical 
Case as follows: 


In Dr. Miles Medical Co. v. Park & Sons Co., 220 US. 272 
[31 Sup. Ct. 376, 55 L. Ed. 502], it was decided that under the 
general law the owner of movables (in that case, proprietary med- 
icines compounded by a secret formula) could not sell the mov- 
ables and lawfully by contract fix a price at which the product 
should afterwards be sold, because to do so would be at one and 
the same time to sell and retain, to part with and yet to hold, 
to project the will of the seller so as to cause it to control the 
movable parted with when it was not subject to his will because 
owned by another, and thus to make the will of the seller un- 
warrantedly take the place of the law of the land as to such mov- 
ables. It was decided that the power to make the limitation as to 
price for the future could not be exerted consistently with the pro- 
hibitions against restraint of trade and monopoly contained in the 
Anti-Trust Law. 


Nor does the case of Standard Sanitary Manufacturing Co. v. United 
States, 226 U.S. 20, 33 Sup. Ct. 9, 57 L. Ed. 107, sustain the conten- 
tion of the government on the first question. There a number of 
manufacturers, one of whom owned a patent for enameled ironware for 
plumbing fixtures, made a combination to accept licenses to make the 
patented commodities and to sell them in interstate trade to jobbers 
and to refuse to sell to jobbers who would not agree to maintain fixed 
prices in sales to plumbers. This was an attempt just like that in the 
Miles Medical Company Case to control the trade in the article sold 
and fasten upon purchasers who had bought at full price and were com- 
plete owners an obligation to maintain resale prices. 
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We are of the opinion, therefore, that there is nothing as a matter 
of principle or in the authorities which requires us to hold that genuine 
contracts of agency like those before us, however comprehensive as a 
mass or whole in their effect, are violations of the Anti-Trust Act. 
The owner of an article patented or otherwise is not violating the com- 
mon law or the Anti-Trust Act by seeking to dispose of his articles 
directly to the consumer and fixing the price by which his agents trans- 
fer the title from him directly to such consumer. The first charge in 
the bill can not be sustained. 

Second. Had the Electric Company as the owner of the patents, 
entirely controlling the manufacture, use and sale of the tungsten 
incandescent lamps, in its license to the Westinghouse Company, the 
right to impose the condition that its sales should be at prices fixed by 
the licensor and subject to change according to its discretion? The 
contention is also made that the license required the Westinghouse 
Company not only to conform in the matter of the prices at which it 
might vend the patented articles, but also to follow the same plan as 
that which we have already explained the Electric Company adopted in 
its distribution. It does not appear that this provision was express in 
the license, because no such plan was set out therein, but even if the 
construction urged by the government is correct, we think the result 
must be the same. 

The owner of a patent may assign it to another and convey (1) the 
exclusive right to make, use, and vend the invention throughout the 
United States; or (2) an undivided part or share of that exclusive 
right; or (3) the exclusive right under the patent within and through a 
specific part of the United States. But any assignment or transfer short 
of one of these is a license giving the licensee no title in the patent and 
no right to sue at law in his own name for an infringement. Conveying 
less than title to the patent or part of it, the patentee may grant a 
license to make, use, and vend articles under the specifications of his 
patent for any royalty, or upon any condition the performance of which 
is reasonably within the reward which the patentee by the grant of the 
patent is entitled to secure. It is well settled, as already said, that 
where a patentee makes the patented article, and sells it, he can exer- 
cise no future control over what the purchaser may wish to do with 
the article after his purchase. It has passed beyond the scope of the 
patentee’s rights.°® 

But the question is a different one which arises when we consider 
what a patentee who grants a license to one to make and vend the 





“Waterman v. Mackenzie, 138 U.S. 252, 255, 11 Sup. Ct. 334, 34 L. Ed. 923; 
Gayler v. Wilder, 10 How. 477, 494, 495, 13 L. Ed. 504; Moore v. Marsh, 7 Wall. 
515, 19 L. Ed. 37; and Crown Co. v. Nye Tool Works, 261 US. 24, 30, 43 Sup. 
Ct. 254, 67 L. Ed. 516. : 


5 Adams v. Burks, 17 Wall. 453, 21 L. Ed. 700; Bloomer v McQuewan, 14 How. 
539, 14 L. Ed. 532; Mitchell v. Hawley, 16 Wall. 544, 21 L. Ed. 322; Hobbie v. 
Jennison, 149 US. 355, 13 Sup. Ct. 879, 37 L. Ed. 766; Keeler v. Standard Folding 
Bed Co., 157 U.S. 659, 15 Sup. Ct. 738, 39 L. Ed. 848. 
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patented article may do in limiting the licensee in the exercise of the 
right to sell. The patentee may make and grant a license to another 
to make and use the patented articles but withhold his right to sell them. 
The licensee in such a case acquires an interest in the articles made. He 
owns the materials of them and may use them. But if he sells them 
he infringes the right of the patentee, and may be held for damages and 
enjoined. If the patentee goes further and licenses the selling of the 
articles, may he limit the selling by limiting the method of sale and the 
price? We think he may do so provided the conditions of sale are nor- 
mally and reasonably adapted to secure pecuniary reward for the 
patentee’s monopoly. One of the valuable elements of the exclusive 
right of a patentee is to acquire profit by the price at which the article 
is sold. The higher the price, the greater the profit, unless it is pro- 
hibitory. When the patentee licenses another to make and vend and 
retains the right to continue to make and vend on his own account, 
the price at which his licensee will sell will necessarily affect the price 
at which he can sell his own patented goods. It would seem entirely 
reasonable that he should say to the licensee, “Yes, you may make and 
sell articles under my patent but not so as to destroy the profit that 
I wish to obtain by making them and selling them myself.” He does 
not thereby sell outright to the licensee the articles the latter may make 
and sell or vest absolute ownership in them. He restricts the property 
and interest the licensee has in the goods he makes and proposes to sell. 

This question was considered by this court in the case of Bement v. 
National Harrow Co., 186 U.S. 70, 22 Sup. Ct. 747, 46 L. Ed. 1058. 
A combination of manufacturers owning a patent to make float spring 
tool harrows licensed others to make and sell the products under the 
patent on condition that they would not during the continuance of the 
license sell the products at a less price or on more favorable terms of 
payment and delivery to purchasers than were set forth in a schedule 
made part of the license. That was held to be a valid use of the patent 
rights of the owners of the patent. It was objected that this made for 
a monopoly. The court, speaking by Mr. Justice Peckham, said (page 
Or [22 sup, Ct. 7531): 

The very object of these laws is monopoly, and the rule is, with 
few exceptions, that any conditions which are not in their very 
nature illegal with regard to this kind of property, imposed by the 
patentee and agreed to by the licensee for the right to manufacture 
or use or sell the article, will be upheld by the courts. The fact 
that the conditions in the contracts keep up the monopoly or fix 
prices does not render them illegal. 

Speaking of the contract, he said (page 93 [22 Sup. Ct. 756]): 

The provision in regard to the price at which the licensee would 
sell the article manufactured under the license was also an appro- 
priate and reasonable condition. It tended to keep up the price 
of the implements manufactured and sold, but that was only recog- 
nizing the nature of the property dealt in, and providing for its 
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value so far as possible. This the parties were legally entitled to 
do. The owner of a patented article can, of course, charge such 
price as he may choose, and the owner of a patent may assign it or 
sell the right to manufacture and sell the article patented upon the 
condition that the assignee shall charge a certain amount for such 
article. 


The question which the court had before it in that case came to it 
on a writ of error to the Court of Appeals of New York, and raised the 
Federal issue whether a contract of license of this kind, having a wide 
operation in the sales of the harrows, was invalid because a violation 
of the Anti-Trust law. This court held that it was not. 

It is argued, however, that Bement v. National Harrow Co. has been 
in effect overruled. The claim is based on the fact that one of the cases 
cited by Mr. Justice Peckham in that case was Heaton-Peninsular 
Button-Fastener Co. v. Eureka Specialty Co., 77 Fed. 288, 25 C.C.A. 
267, 35 L.R.A. 728. This was a decision by the Circuit Court of 
Appeals of the Sixth Circuit, the opinion being written by Circuit 
Judge Lurton, afterwards a Justice of this court. The question there 
considered was whether the owner of a patent for a machine for fasten- 
ing buttons to shoes with metallic fasteners might sell such machines 
subject to the condition that they should be used only with fasteners 
manufactured by the seller, the patented machine to revert on the breach 
of the condition. The purchaser of the machine was held to be a 
licensee and the use by him of the unpatented fasteners contrary to 
the condition to be a breach of contract of the license and an infringe- 
ment of the patent monopoly. 

A similar case came before this court and is reported in Henry v. Dick 
Co., 224 U.S. 1, 32 Sup. Ct. 364, 56 L. Ed. 645, Ann. Cas. 1913D 880, 
the opinion in which was also delivered by Mr. Justice Lurton. In that 
case, a complainant sold his patented machine embodying his invention. 
It was called the “rotary mimeograph.” The claims of the patent did 
not embrace ink or other materials used in working it. Upon the 
machine, however, was inscribed a notice, styled a license restriction, 
reciting that the machine might be used only with the stencil paper, 
ink, and other supplies made by the A. B. Dick Company. The Henry 
Company, dealers in ink, sold to the purchaser, for use in working her 
machine, ink not made by the Dick Company. This court held by a 
majority that the use of such ink by the purchaser was a prohibited 
use and rendered her liable to an action under the patent law for in- 
fringement, and that the seller of the ink was liable as a contributory 
infringer. 

The case was overruled by this court in the Motion Picture Patents 
Co. v. Universal Film Co., 243 U.S. 502, 37 Sup. Ct. 416, 61 L. Ed. 
871, L.R.A. 1917E 1187, Ann. Cas. 1918A 959. ‘The patent in that 
case covered a part of the mechanism used in motion picture exhibiting 
machines for feeding a film through the machine with a regular uniform 
and accurate movement so as not to expose the film to excessive strain 
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or wear. The license agreement contained a covenant on the part of the 
licensee that every machine sold by it should be sold under the restric- 
tion and condition that such exhibiting or projecting machines should 
be used solely for exhibiting or projecting motion pictures of the Mo- 
tion Picture Patents Company. The overruling of the Dick Case was 
based on the ground that the grant of the patent was of the exclusive 
right to use the mechanism and produce the result with any appropriate 
material and that the materials or pictures upon which the machine 
was operated were no part of the patented machine, or of the combina- 
tion which produced the patented result. 

The overruling of the Dick Case and the disapproval of the Button- 
Fastener Case by the Motion Picture Film Case did not carry with it 
the overruling of Bement v. Harrow Co. The Button-Fastener Case 
was cited in the case of Bement v. Harrow Co. to sustain the decision 
there by what was an a fortiori argument. The ruling in the former 
case was much broader than was needed for the decision in the latter. 
The price at which a patented article sells is certainly a circumstance 
having a more direct relation and is more germane to the rights of the 
patentee than the unpatented material with which the patented article 
may be used. Indeed, as already said, price fixing is usually the essence 
of that which secures proper reward to the patentee. 

Nor do we think that the decisions of this court holding restrictions 
as to price of patented articles invalid apply to a contract of license 
like the one in this case. Those cases are: Boston Store v. American 
Graphophone Co., 246 U.S. 8, 38 Sup. Ct. 257, 62 L. Ed. 551, Ann. 
Cas. 1918C 447; Strauss v. Victor Talking Machine Co., 243 U.S. 490, 
37 Sup. Ct. 412, 61 L. Ed. 866, L.R.A. 1917E 1196, Ann. Cas. 1918A 
955; Bauer v. O’Donnell, 229 U.S. 1, 33 Sup. Ct. 616, 57 L. Ed. ro4r, 
50 L.R.A. (N.S.) 1185, Ann. Cas. 1915A 150; Standard Sanitary Man- 
ufacturing Co. v. United States, 226 U.S. 20, 33 Sup. Ct. 9, 57 L. Ed. 
107; Bobbs-Merrill Co. v. Straus, 210 U.S. 339, 28 Sup. Ct. 722, 52 
L. Ed. 1086. These cases really are only instances of the application of 
the principle of Adams v. Burks, 17 Wall. 453, 456, 21 L. Ed. 700, 
already referred to, that a patentee may not attach to the article made 
by him or with his consent a condition running with the article in the 
hands of purchasers limiting the price at which one who becomes its 
owner for full consideration shall part with it. They do not consider or 
condemn a restriction put by a patentee upon his licensee as to the 
prices at which the latter shall sell articles which he makes and only can 
make legally under the license. The authority of Bement v. Harrow 
Co. has not been shaken by the cases we have reviewed. 

For the reasons given, we sustain the validity of the license granted 
by the Electric Company to the Westinghouse Company. The decree 
of the District Court dismissing the bill is affirmed. 


CoMMENTARY: In other cases the United States Supreme Court has 
held that a manufacturer cannot control the resale price of his product 
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when he actually parts with title to the product, even though the 
wholesale or retail distributors are nominally agents. In this case, 
however, the wholesalers and retailers by whom the lamps were sold 
were bona fide agents of the General Electric Company. The company 
owned the goods until they were sold to the ultimate users. A distrib- 
utor did not pay for the lamps received from the company until they . 
were sold. The General Electric Company carried the insurance and 
paid the taxes levied on stocks of lamps in the agents’ hands. The 
company had taken every possible step to maintain a true agency 
relationship with its wholesale and retail distributors. Hence, it was 
free to stipulate the prices at which the goods were to be sold. The 
court could not logically have reached a different conclusion in this case. 

The purpose of the General Electric Company in utilizing an agency 
plan of distribution was not brought out in this case. One of the 
effects of the plan, however, was to standardize the retail prices for the 
company’s lamps. The decision of the Supreme Court in this case 
shows that a genuine agency plan of distribution affords a means 
whereby a manufacturer who desires to standardize the retail prices for 
his goods can accomplish that result. An agency plan of distribution, 
however, is cumbersome and more expensive than outright sale. The 
unsoundness of the court decisions which have resulted in preventing 
manufacturers from using direct means of checking unscrupulous price 
cutting® is emphasized by this case, which shows that those decisions 
can be circumvented by the employment of a real agency plan, just as 
they can be circumvented by the operation of wholesale and retail stores 
by a manufacturer. 

The reasoning of the court on the second point, whereby the validity 
of the license to the Westinghouse Company was upheld, is so clear and 
logical that further comment would be superfluous. 


March, 1927 Mei. cC: 





®See Federal Trade Commission v. Beech-Nut Packing Company, 3 H.B.R. 479. 


WENTWoRTH Foop Company! 
MANUFACTURER—FOOD PRODUCTS 


PricE MAINTENANCE—By Manufacturer with One-Price Policy. Although 
price cutting was severe on the food products which it manufactured, 
the company decided to make no change in the list or advertised resale 
prices and to continue to advertise the resale prices. The company fol- 
lowed a one-price policy, offering the same terms to wholesalers, chain 
store companies, and independent retailers buying directly, and in view 
of this policy the company did not deem itself responsible for the price 
cutting. 


WarEHOUSING—Sale of Futures to Avoid—Use of Free Deal. Because of the 
seasonal nature of the raw material entering into one of its food products, 
a company’s production of that product was highly seasonal. In order to 
avoid warehousing large quantities of the finished product at the height 
of the production season, the company sold futures to grocery whole- 
salers, chain store grocery companies, and independent grocery stores. 
To stimulate sales of futures, the company offered a free deal with each 
futures purchase of 10 or more cases. 


(1926) 


The Wentworth Food Company manufactured in package form 
under the Wentworth brand a dozen food products in common 
use. The company sold to grocery wholesalers, to chain store 
grocery companies, and to those unit retailers whose yearly pur- 
chases at least equaled those of an average wholesaler. Since its 
organization in 1900, the company had advertised its brand ex- 
tensively in magazines with national distribution, on street car 
cards, and in newspapers; advertising appropriations had been 
increased proportionately with the growth in sales. In its adver- 
tising the company regularly had stated the retail prices at which 
it expected its products to be sold. With the rapid development 
of chain store grocery companies from 1910 to 1926, the company 
had observed an increasing tendency on the part of chain stores, 
as well as on the part of some unit grocery stores, to cut prices 
drastically. One of the 12 Wentworth items, referred to as Prod- 
uct A, was particularly subject to price cutting, frequently being 
sold for less than the cost price to the price cutters. Wholesalers 
often complained that there was no profit for them in that prod- 
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uct, or even in the other Wentworth products, inasmuch as they 
were forced to sell below list prices to independent retailers who 
competed with chain stores. 

It seemed evident that Product A, together with the highly 
advertised products of some dozen other food and grocery spe- 
cialty manufacturers, was chosen by price cutters as a suitable 
product on which to exploit the manufacturer’s advertising by 
cutting the price. In view of the fact that it consistently had 
followed a one-price policy, the Wentworth Food Company did 
not consider itself responsible for the general price cutting on its 
product. To all to whom the company sold directly it granted 
a trade discount of 10% off list prices and a cash discount of 2% 
for payment within 1o days; list prices were those at which the 
company expected wholesalers to sell to retailers. The retail 
selling price stipulated in the company’s advertising of the prod- 
uct on which price cutting was prevalent allowed a retailer a 20% 
gross margin if he bought from a wholesaler. Chain store com- 
panies and unit retail stores which bought directly from the 
company had a gross margin on the item, if they maintained the 
specified resale price, of 294%. 

The company under no circumstances granted concessions from 
its list prices. It did, however, offer a free deal in Product A. 
That free deal, which consisted of one case of the product free 
for each 10 cases purchased, was offered to wholesalers, chain 
store companies, and retailers buying directly in order to stimulate 
their purchases of futures, and the free deal applied only to 
futures purchases. This was the only product in which the com- 
pany sold futures or offered free deals. The chief raw material 
entering into the product was produced seasonally and was highly 
perishable. Since each season’s crop came upon the market 
within a short period, there were high peaks in the company’s 
production of the finished product. The company sold futures 
to avoid placing large stocks of the finished product in storage 
at the height of the production period. On their sales of the mer- 
chandise purchased from the company under the free deal offer, 
chain store companies and unit retail stores buying directly se- 
cured a gross margin of 35.1% if they maintained the specified 
resale price. 

Wholesalers who secured the free deal from the company for 
their futures purchases of Product A in turn offered retailers 
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one case of the product free for each ro cases purchased. The 
company, through its missionary salesmen who solicited orders 
from retailers for wholesalers’ accounts, stressed this free deal 
offer to the retailers. If a retailer accepted the free deal offer and 
sold at the stipulated resale price, his gross margin was approxi- 
mately 27%. 

Wholesalers repeatedly sent inquiries to the company or inter- 
rogated the company’s salesmen to learn if any extra quantity or 
special discount was granted to chain store companies. The 
Wentworth Food Company or its salesmen always replied in the 
negative, stating that prices were the same for every direct buyer, 
namely, 10% off list prices less 2% for cash. F urthermore, the 
company advised its customers that in the sale of futures in 
Product A, chain store companies were not allowed to buy a 
disproportionate share; on the contrary, orders for futures were 
filled so that wholesalers, unit retailers purchasing directly, and 
chain store companies received shares proportionate to their 
regular purchases of the item. 

It was often said among wholesale grocers and even written 
by them in trade journals that there was no profit for them in 
Wentworth foods because they had to cut the list prices in order 
to sell to retailers who were in competition with chain store 
companies. The Wentworth Food Company was disturbed by 
these rumors even though sales to wholesalers had shown sub- 
stantial increases each year. It was the conviction of the com- 
pany, however, that Wentworth products required little selling 
effort on the part of wholesalers and that the wholesalers prob- 
ably could reduce their 10% gross margin and still make as much 
as they did on other products which they regularly carried and 
which did require selling effort. 

The Wentworth Food Company was of the opinion that adver- 
tisements to consumers which did not show the retail prices of the 
articles advertised were not complete. The company also stated 
that advertising of the resale prices prevented retailers in the 
more remote sections of the United States from selling above the 
prices specified. The company was seeking wider distribution in 
those sections, and increases of a few cents a package in the prices 
of its products might interfere with its sales plans. Even with 
the prices stated in the national advertising, salesmen occasionally 
had reported that the products were sold by retailers at higher 
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prices in thinly settled territories. Moreover, the company 
deemed its advertising of the standard resale prices effective in 
assisting retailers who extended delivery and credit accommoda- 
tion to their customers to sell Wentworth products at prices which 
allowed them adequate gross margins. 

The company did not rely exclusively on its advertising to pro- 
mote sales, but employed about 250 salesmen to cover the 60 
territories into which the United States was divided for sales 
purposes. These salesmen chiefly solicited orders from retailers 
for designated wholesalers’ accounts; a majority of the salesmen 
called upon wholesalers also for their orders, particularly in the 
early summer, when futures on Product A were sold for late 
summer and fall shipment. The general sales manager estimated 
that perhaps 10% of all orders received from wholesalers were to 
cover the orders obtained by the company’s salesmen from retail- 
ers. He was convinced, furthermore, that many more orders were 
the result of the sales promotion activities of the salesmen. 

The company did not want any of its distributors to sell its 
products at a loss, but it was of the opinion that so long as it 
maintained a one-price policy the solution of the price cutting on 
its products did not lie in its hands. The company did not know 
how much of its merchandise was resold at prices below the 
advertised resale prices. It did know, however, that many unit 
stores which gave credit and delivery service continued to sell 
Wentworth products at the specified resale prices even when the 
same products were being sold at drastic reductions by chain 
stores located in the immediate neighborhood. 

In 1926 the company had its salesmen question some of the 
stores in which the most severe price cutting was done as to the 
common sense of selling at less than cost. The salesman’s argu- 
ment was, “If you will cut prices, why not at least get a dollar 
back for a dollar spent?” 

In spite of the price cutting on its products, the Wentworth 
Food Company made no change in the list prices or in the 
specified resale prices and continued to advertise the resale prices. 
Yearly sales increases of Wentworth products had been highly 
satisfactory, advertising and sales expense ratios had not in- 
creased, and the company was sanguine about the future develop- 
ment of sales. 
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ComMENTARY: This case has a point of significance for other manu- 
facturers who are desirous of preventing price cutting on their products. 
It is to be noted, in the first place, that the severest price cutting was 
on the item on which free deals were given to stimulate the purchasing 
of futures. Drastic price cutting by retailers in most instances, not 
only on this article but on other articles as well, probably is the out- 
come of competition in reducing prices which begins gradually and 
mildly. 

The initial cutting of retail prices on Product A of the Wentworth 
Food Company easily might have been caused by either one of two 
circumstances. The wide margin resulting from the free deal which was 
offered with a purchase of futures afforded an opportunity for an initial 
reduction in the standard wholesale and retail prices without loss. Thus 
there was a strong temptation to a merchant to reduce his price in the 
expectation of stimulating sales. The other factor which might have 
induced price cutting was the large inventories of the merchandise 
which merchants accumulated through the purchase of futures. A 
merchant who had a large stock might easily conclude to cut prices 
in order to reduce his inventory. As soon as the cutting of prices began 
from either of these causes, merchants were almost certain to vie with 
each other in offering price bargains and to extend the price cutting to 
other products in the line. It is to be concluded, therefore, that if a 
manufacturer earnestly desires to avoid the cutting of resale prices on 
his products, he should not offer special terms as inducement to the 
placing of larger orders than are needed for immediate merchandising 
requirements. 

Inasmuch as the Wentworth Food Company had not been able to 
obtain general observance of its stipulated resale prices under the 
marketing methods that it followed, it would have been fairer for the 
company to omit the quotation of any resale prices in its advertisements. 
Those retailers who adhered to the advertised prices, to be sure, may 
have found that the advertising of the prices lessened the sales resistance 
that they encountered. Nevertheless, price cutting on Wentworth prod- 
ucts was so prevalent that it is fair to assume that the consequent less- 
ening of sales of Wentworth foods in stores that maintained prices was 
a disadvantage to them which more than offset their gain from having 
the prices advertised. The company could not logically take the posi- 
tion that it was advantageous to have the resale prices standardized 
and at the same time pursue a practice which was certain to result in 
price cutting. 

The Wentworth Food Company had reached the conclusion that it 
was necessary for it to sell futures in Product A. in order to avoid 
storing large quantities of goods at the height of the production season. 
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To judge the merits of that decision would require a detailed analysis 
of storage costs in comparison with the cost of the free deals that were 
offered. So long as the company continued to offer free deals to 
stimulate the sale of futures, however, it could not expect to secure 
general observance of its stipulated resale prices. Consequently, it 
would have been fairer to have omitted the quotation of any resale 
prices in its advertisements. 


December, 1926 Moarec: 


GLENCAIRN Company! 
MANUFACTURER—FLAVORING EXTRACTS 


Quantity Discount—Annual Rebates to Customers Based on Year's Pur- 
chases. A company manufacturing high-grade flavoring extracts decided 
to allow a quantity discount to all customers whose total annual pur- 
chases equaled or exceeded a specified amount. The amount of the 
discount to which a customer was entitled on the basis of his year’s 
purchases was to be credited to his account at the beginning of the next 
calendar year and deducted from the company’s sales of that year. 


Quantity Discount—Discount Allowed by M anufacturer on Retailers’ Pur- 
chases from Wholesalers. A company which manufactured high-grade 
flavoring extracts sold to some retailers directly, but encouraged those 
retailers to purchase from wholesalers. To retailers who purchased 
through wholesalers the company allowed a discount on all single orders 
which equaled or exceeded a specified quantity. Under this discount 
plan, the company made payment by check to retailers, 


Price Cuttinc—Discouraged by Reduction in Manufacturer’s Trade Dis- 
counts. A company manufacturing high-grade flavoring extracts sold to 
wholesalers, wholesale and retail buying associations, chain store com- 
panies, and large retailers. The company reduced the uniform discount 
off list prices which it allowed all these customers from 20% to 15%, at 
the same time introducing a quantity discount of 5% based on annual 
purchases and payable at the beginning of the year following purchase. 
The executives concluded that wholesalers did not take the quantity 
discount into consideration in quoting prices to retailers and that the 
reduction in the trade discount led wholesalers to grant fewer discounts 
to retailers and thus restricted price cutting by retailers. 


(1926) 


In 1919, the Glencairn Company, a manufacturer of high-grade 
flavoring extracts, was asked by several of its wholesale customers 
to increase the trade discount which it allowed purchasers. In- 
stead of complying with this request, the company reduced that 
discount from 20% off list prices to 15% off list prices but offered, 
in addition, a quantity discount of 5% off list prices to be credited 
at the end of each year to the account of each customer whose 
purchases during the year had totaled at least $2,500. List prices 
were the company’s suggested resale prices to retailers. This 
discount policy still was in effect in 1926. 


1 Fictitious name. 
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In 1923, the company offered a quantity discount to retailers 
who purchased its extracts from wholesalers instead of buying 
directly. The discount applied to individual orders of at least 
a gross of the company’s two-ounce bottles of extracts, and 
amounted to 5% of the net cost to the retailers. When a retailer 
sent a wholesaler’s receipted bill for an order of a gross or more 
to the Glencairn Company, the company sent the retailer a check 
for 5% of the net amount of the bill. The average unit purchase 
of a retailer was six dozen two-ounce bottles of the company’s 
extracts. 

After July 1, 1925, the quantity discount which the company 
allowed retailers not buying directly was computed on the basis 
of list prices of goods shown on the wholesalers’ receipted bills 
rather than on the net amounts of the bills. This change was 
made because the executives concluded that use of the net amount 
penalized retailers who, because of their large purchases, their 
cash payments, or their strong credit positions, received extra dis- 
counts from wholesalers. 

The company did not allow this discount to retailers who pur- 
chased directly; they were offered the same discounts offered 
wholesalers and other customers buying directly. In no instance 
did the company offer customers free deals, that is, so much 
merchandise free with each purchase of a specified quantity. The 
company avoided such a policy because of the possibility of its 
leading customers to overstock. 

The company allowed all customers who purchased directly a 
cash discount of 1% off net price for payment within 10 days. 
Under no circumstances did the company at any customer’s 
request deviate from these discount policies. 

The company sold to wholesalers, both service and cash-and- 
carry, to chain store companies, to wholesale buying pools, to 
retail buying associations, and to unit retailers who refused to 
buy other than directly and whose yearly purchases were reason- 
ably large. Sales to unit retail stores were discouraged, however, 
and those customers regularly were urged to purchase from whole- 
salers. In 1926, the company had on its books from 700 to 800 
accounts of wholesalers, which included wholesale buying asso- 
ciations, retail buying associations, cash-and-carry wholesalers, 
and service wholesalers, about 400 accounts of unit retail stores, 
and 30 accounts of chain store companies. It did not sell to 
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brokers or to desk jobbers, that is, jobbers who took orders but 
maintained no stocks. In 1925, of total net sales 64% were made 
to wholesalers, 18% to chain store companies, and 18% to other 
retailers. 

The executives of the Glencairn Company could see no reason 
for refusing to sell to cash-and-carry wholesalers, particularly 
since most of the company’s cash-and-carry wholesale customers 
were located where the other wholesalers gave poor delivery serv- 
ice. Retailers seemed to have no objection to paying cash for 
goods when they had to call for them. The company had no 
objection to selling to retail grocery buying pools or wholesale 
buying pools and had several of each of these types of organiza- 
tions as regular customers. Retail buying pools which bought 
from the company were located usually in cities where chain store 
companies were not strong. The company consistently had re- 
fused requests by chain store companies for a larger discount than 
that given to wholesalers. Drop shipments were an almost neglig- 
ible percentage of the company’s total sales, and in no instance 
did the company make drop shipments outside of a wholesaler’s 
immediate vicinity. In a city as large as Boston, drop shipments 
amounted to about 5% of sales. When a chain store company 
purchased through a wholesale grocer, that shipment usually was 
dropped to the main warehouse of the chain store company. 
Shipments for all orders received directly from chain store com- 
panies were made to the main warehouses of those companies. 

The company had national distribution for its extracts, but in 
some territories, particularly in the Rocky Mountain district, that 
distribution was thin. In 1926 the company was employing 22 
salesmen, including 3 missionary salesmen. The salesmen called 
on each customer three times a year except in the Rocky Moun- 
tain district, where they called on each customer only once a 
year. In no instance did the company prepay freight. It had 
warehouses in Detroit, Chicago, Philadelphia, and San Francisco. 

The company advertised in national mediums from 1919 to 
1922 inclusive. It did less of this advertising in 1922 than in 
the preceding years and in 1923 it discontinued national adver- 
tising entirely. After 1923 it confined its advertising to local 
newspapers and to street car advertisements and depended more 
and more upon its 22 salesmen to promote the sales of its goods. 
In 1926 none of the company’s competitors were advertising 
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nationally. The company occasionally had placed advertising 
directly with radio broadcasting stations. In some instances this 
advertising had been highly successful. In one city, for example, 
a grocery store doubled its sales of the company’s products as a 
result of 12 radio talks broadcasted in that city. These talks 
were given by a domestic science lecturer who referred during 
his lecture to Glencairn extracts as high-grade flavorings. At the 
end of the lecture it was stated that the Glencairn Company 
would send a cookbook free to anyone writing for it. About 1,000 
cookbooks were distributed as a result of the 12 talks. 

The Glencairn Company had been in existence well over half a 
century, and its brand, Glencairn, for flavoring extracts was gen- 
erally known throughout the United States. The company used 
only pure, unadulterated extracts. An executive estimated that 
two-thirds of the grocery wholesalers and retailers in the United 
States constituted a market for pure extracts. In 1926, the com- 
pany was producing extracts in 16 flavors and 10 shades; it did 
not contemplate adding any new lines. Shades or colors in flavor- 
ing extracts were used to color jellies, cake frostings, and other 
foods. About 200 manufacturers produced approximately one- 
fourth of the flavoring extracts sold in the United States. A 
majority of those 200 manufacturers used pure extracts such as 
the Glencairn Company used. Only a few of them, however, had 
as old and well-established brands as Glencairn, and still fewer 
had as wide distribution. Other competition consisted of several 
thousand small producers most of whom did not use pure extracts; 
those manufacturers sold only locally, and often from house to 
house. Many chain store companies and many wholesale grocers 
had their own private brands of extracts. The executives of the 
Glencairn Company believed that practically all chain grocery 
store companies in the northeastern, the Pacific, the southern, and 
the middle western territories carried the Glencairn brand, al- 
though in the South and Middle West smaller stocks and less 
complete lines probably were carried. Most of the 30 chain 
store companies which bought directly from the company also 
carried their own privately branded extracts but, in the opinion 
of the executives of the company, could not afford to discontinue 
the Glencairn brand. The company did not manufacture private 
brands for any of its customers. 

Extracts were not perishable; in fact, the executives of the 
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Glencairn Company were of the opinion that the company’s 
products improved with age. The per capita consumption of 
extracts, as compared with that of most other food products, was 
low. Sales of extracts commonly did not constitute more than 
% of 1% of a retailer’s yearly sales. The executives were un- 
certain as to the common figure for the retail stock-turn of flavor- 
ing extracts but estimated that for Glencairn extracts the stock- 
turn was about four times a year.2. The executives knew of retail 
stores with an annual rate of stock-turn on Glencairn extracts 
as low as 2 times and of other retailers who regularly turned 
their stocks of those extracts 15 times a year. For the wholesale 
stock-turn of its products, the company had no common figure, 
but the executives stated that the highest rate they knew of had 
been 15 times and the lowest rate 2) times a year. Returns to 
the factory were not allowed by the company except in exchange 
for bottles of different sizes. 

The approximate common figures for the size and frequency of 
orders received by the Glencairn Company from wholesalers, 
according to estimates by one of the executives of the company, 
were: a $175 order once every two weeks in the northeastern 
section of the United States; a $150 order twice a year in the 
southern territory; a $175 order eight times a year in the middle 
western territory; a $175 order eight times a year in the Pacific 
territory. The company classed the northeastern territory as 
good, the southern territory as poor, and the middle western and 
Pacific territories as fair. For chain store companies, the exec- 
utives estimated that typical figures were a $350 order once a 
week in the northeastern territory and a $150 order once every Six 
weeks in the western territory. The company’s largest wholesale 
customer ordered, on an average, $450 worth of the extracts every 
seven days, and the largest chain store company purchaser placed 
an order for $800 every twelve days. 

Since 1919 the company’s sales had more than doubled, and the 





* Bureau of Business Research, Harvard University, Bulletin No. 52, Operating 
Expenses in Retail Grocery Stores in 1924. The common figure for stock-turn for 
545 retail stores reporting was 10 times a year. See table opposite page 62 in that 
bulletin. 


* Bureau of Business Research, Harvard University, Bulletin No. 40, Operating 
Expenses in the Wholesale Grocery Business in 192 3. The common figure for stock- 
turn for sor wholesale grocery firms reporting was 5.9 times a year. See page 67 in 
that bulletin. 
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cost of selling had dropped from about 27% of sales in 1919 and 
28% in 1922 to 14% in 1925. Sales in 1922 had increased 60% 
over sales in 1919, and sales in 1925 were about 30% larger than 
sales in 1922. Executives of the company estimated that the 
increase in sales from 1919 to 1922 resulted chiefly from adver- 
tising and from the efforts of 16 missionary salesmen who solicited 
orders from retailers for the wholesalers’ accounts. In 1923, 
however, when it discontinued advertising in national mediums, 
the company reduced its force of missionary salesmen from 16 
to 3. At the same time, the company purchased 12 automobiles 
for the use of 12 of its remaining 22 salesmen; the regular sales 
force at that time included 19 men. The executives attributed 
the increase in sales after 1923 chiefly to the greater frequency 
of salesmen’s calls upon customers. The decreased selling ex- 
pense in 1925 resulted from a 6624% reduction in advertising 
expense and a 3313% reduction in salesmen’s expenses. ‘The 
Same items were charged to selling expense in 1925 as in 19228 
namely, salesmen’s salaries and traveling expenses, advertising, 
and sales office expense. The automobiles bought in 1923 were 
charged as capital investment. The cost of their use and up- 
keep, however, was charged to selling expense. 

The company retained 3 missionary salesmen to call solely upon 
retailers for the wholesalers’ accounts. The other 19 salesmen 
were called factory salesmen, although they did some missionary 
work by soliciting orders from retailers for the wholesalers’ ac- 
counts. The factory salesmen obtained orders from wholesalers 
and from chain store companies and other retailers who purchased 
directly. It was the salesmen’s duty, however, to encourage the 
retailers with small accounts to purchase from local wholesalers. 
When time permitted, salesmen called at individual stores oper- 
ated by chain store companies, not to solicit orders but to stim- 
ulate interest among the store managers. The company’s 22 
salesmen were paid salaries and an arbitrarily determined portion 
of profits at the end of the year. 

It had been the company’s experience that when its salesmen 
were withdrawn from a territory sales decreased appreciably 
almost immediately. In cities in which it did not have intensive 
distribution, the company frequently conducted sales campaigns. 
When such a campaign was to be conducted, the company sent 
several of its missionary salesmen into the city to announce the 
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campaign and to get retail orders for wholesalers; often news- 
papers in which the company was to advertise during the cam- 
paign sent men to call on retailers and discuss the company’s 
plans. When the missionary salesmen had stocked the whole- 
salers, which usually took about two weeks, the local newspaper 
advertising was begun and was continued for six months. A 
second canvass of the retailers was made by the missionary sales- 
men about two months after the first, and a third canvass was 
made about three months later, a month before the newspaper 
advertising campaign was completed. The company estimated 
that in its old established territories its salesmen were responsible 
for obtaining from retailers about 20% of the orders which the 
company received from wholesalers, and that in the new territories 
its salesmen obtained about 80% of these orders. 

The company expected its salesmen to emphasize the 5% quan- 
tity discount on annual purchases. At the beginning of each 
year, about January 15, when the accounts of customers whose 
purchases in the preceding year entitled them to the 5% discount 
were credited, the company wrote to the customers receiving the 
discount stressing the advantages of the company’s quantity 
discount policy. Salesmen also were to impress upon retailers 
purchasing from wholesalers the desirability of purchasing a gross 
at a time so as to receive the discount of 5% offered by the manu- 
facturer. In 1925, 22% of the company’s total sales to whole- 
salers at list prices were in gross lots. The company estimated 
that on that same quantity of sales in 1925 it had paid the factory 
discount to retailers. 

Executives of the company stated that the merit of the com- 
pany’s discount policy lay in the fact that it was to be expected 
that the wholesalers, restricted to a 15% trade discount, would 
give fewer discounts off the list prices to retailers than they had 
given when allowed a larger discount by the company, and that, 
as a result, retailers would be less prone to cut prices. The 
executives did not expect that the wholesalers in quoting prices 
to retailers would take into consideration the quantity discount 
which they might receive at the end of the year. In fact, the 
executives were convinced that wholesalers usually did not take 
into consideration the actual cost of particular items in quoting 
prices to retailers. The company suggested to its wholesalers 
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that their credits at the end of the year, if they had been eligible 
for the quantity discount, were clear gain to them. 

The Glencairn Company made no provision in its accounts for 
the contingent liability represented by the quantity discounts. 
In January, after the books had been closed, the amount of the 
quantity discounts owed to customers was computed and credited 
to the proper customers’ accounts. The amount of those credits 
was deducted from the company’s sales of the ensuing calendar 
year. 

Ordinarily, the total amount of the quantity discounts credited 
to customers in January of each year on the preceding year’s pur- 
chases was less than 2% of the company’s net sales in the preced- 
ing year. In 1925 the amount of the discounts was exactly 134% 
of total net sales. Sixty-eight customers were credited with the 
discount at the end of that year; 40 of those customers were 
wholesalers, including a few wholesalers’ pools, each pool being 
counted as 1 wholesaler; the remainder included 14 chain store 
companies, 6 unit stores, and 8 retail grocers’ buying associations. 
The 1% cash discount off the net price was invariably taken by 
chain store companies and usually was taken by wholesalers. 
Padding of orders to receive the quantity discount had not been 
discernible during the seven years that the plan had been in effect. 


Commentary: The first question in this case to which attention is 
to be directed is on the merits of the rebate to each customer whose 
annual purchases amounted to at least $2,500. The test of such a 
rebate plan is whether it enables the grantor to effect savings in oper- 
ating expenses commensurate with the amount of the rebates or else 
aids effectively in sales promotion. 

In this particular case, the granting of rebates on annual purchases 
involved an uncertain contingent liability, for which the company made 
no provision in its accounts. The company had agreed to pay the 
rebates without being able to foretell exactly what sums it would be 
called upon to pay out at the end of the year. Despite this risk, which 
perhaps was no greater in this case than risks attendant upon some 
of the operating expenses, the granting of rebates on annual purchases 
had one advantage, at least, over a system by which discounts, deter- 
mined by purchases in a period other than that to which they applied, 
were allowed on each purchase. The company’s discounts were deter- 
mined by current performance rather than by past performance, as 
would have been the case had the company granted discounts on a cus- 
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tomer’s purchases during one year because the customer had bought 
a stipulated quantity in some preceding period. 

In the face of the competition from private brands as well as from 
other manufacturers’ brands, the company had an incentive to encourage 
regularity of patronage. Apparently it had secured only a small frac- 
tion of the potential market for its brand. When the company re- 
duced its trade discount from 20% to 15% and altered its advertising 
plans, moreover, the offer of these rebates may have helped to allay 
criticism and opposition from large customers. 

Despite these reasons for adopting the rebate plan, however, the evi- 
dence does not prove that the plan yielded results commensurate with 
its cost. There is no evidence to indicate that it induced economies in 
operating expenses. It was intended to stimulate regularity of patron- 
age and to increase the volume of sales. Yet among 700 to 800 whole- 
sale customers, only 40 were eligible for rebates in 1925, the seventh 
year after the plan was started. 

To become eligible for the discount, it was necessary for a customer’s 
purchases to average approximately $50 a week. It is significant that 
the purchases of so few customers reached that figure. The inference 
is that the rebate plan did not have a strong influence in stimulating 
sales, but amounted rather to a bonus to a few large customers. 

In adopting the plan the company expected that it would be less 
conducive to price cutting than the previous plan of granting a 20% 
trade discount. How far the change in discount terms did discourage 
price cutting is uncertain. It is to be noted, however, that the com- 
pany’s chief reason for changing from net prices to list prices the 
basis on which factory discounts to retailers were paid was to avoid 
penalizing those retailers who received extra discounts from whole- 
salers. This evidence indicates that departures from the standard resale 
prices by wholesalers were by no means uncommon, and suggests a 
query as to whether the company’s change in discount plans had had 
any effect on maintenance of resale prices. In deciding to change the 
basis on which the factory discounts to retailers were computed from 
net prices to list prices, it may be noted incidentally, the company 
apparently was giving tacit approval to variations of prices by whole- 
salers. 

Although no injurious effects seem to have been traceable to the 
company’s rebate plan, the experience of the company is not such as 
to encourage emulation of its practice. If the reduction of the trade 
discount from 20% to 15% had discouraged price cutting, and if the 
rebate plan subsequently had proved successful in stimulating sales, 
it is readily conceivable that that very success might have caused a 
resumption of price cutting on the brand. When only a few large 
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customers were receiving the rebates, they might have been content 
to retain them as “velvet.” Had a majority of the company’s cus- 
tomers been receiving the rebates, the conditions would have been 
similar to those which obtained when 20% trade discounts were granted, 
and most customers probably would have begun to take the rebates 
into account in quoting resale prices. 

The company needed intensive distribution for its products; they 
were in the class of convenience goods. The company had succeeded 
in obtaining the patronage of a majority of the wholesale grocers in 
the United States, but that success cannot be attributed to the rebate 
plan. It is to be noted that the company itself credited its achieve- 
ments during this period primarily to its sales organization, rather than 
to the rebate plan. 

The second feature of the company’s plans for promoting sales by 
means of discounts was the factory discount to retailers who pur- 
chased in lots of at least one gross from wholesalers. This quan- 
tity discount to retailers benefited the wholesalers in so far as it enabled 
them to effect savings in shipping expense or in selling expense. It 
benefited the Glencairn Company, perhaps, by encouraging retailers to 
carry a larger stock of Glencairn extracts. It also may have enabled 
the Glencairn Company to reduce its shipping expense by inducing 
the wholesalers who received these gross lot orders from retailers to pur- 
chase in gross lots from the manufacturing company rather than in 
smaller lots. It is a curious and perhaps a significant coincidence that 
the company estimated that 22% of its sales to wholesalers were in 
gross lots and that on 22% of its sales to wholesalers (at list prices) 
the quantity discount was paid to retailers who purchased from whole- 
salers. Whether the gain from the use of this quantity discount, either 
as a sales stimulant or as a means of effecting savings in operating 
expenses, was worth the cost is not apparent. 


May, 1926 M.T2C; 


LEICESTER Company! 
SUBSIDIARY SALES COMPANY—FOOD PRODUCTS 


DISTRIBUTION CHANNELS—National Distribution through Use of Brokers and 
Missionary Salesmen. The subsidiary sales company of a company 
manufacturing five food products had secured national distribution of the 
products. The company employed 88 grocery products brokers and 
maintained 20 sales branches. It also employed about 200 missionary 
salesmen, under the direction of the branch managers. The company 
considered brokers the most satisfactory means of keeping all customers 
stocked with its merchandise, of filling rush orders, and of providing cur- 
rent information to customers on prices, changes of policy, and so forth, 
Because it expected to introduce new products from time to time, the 
company planned to continue the use of missionary salesmen also, re- 
garding them as an effective means of sales promotion. 


(1927) 


In 1927 the Leicester Company reviewed its policy of securing 
national distribution for its merchandise through the use of 
grocery products brokers and missionary salesmen. The Leicester 
Company, which was a sales subsidiary of the Leicester Manu- 
facturing Company, sold the five food products manufactured by 
that company. The products were put up in package form and 
each bore an individual trade-mark. Leicester products had been 
distributed nationally for many years. In 1927 the manufac- 
turing company anticipated adding a new product to its line from 
time to time. Its sales aim at that time was to attain 100% dis- 
tribution for its products. 

The Leicester Company in 1927 was employing 88 grocery 
products brokers to sell the five Leicester products to the grocery 
trade. The company also maintained 20 sales branches and em- 
ployed approximately 200 missionary salesmen. With some ex- 
ceptions, sales in all parts of the country were credited to brokers; 
the company’s sales branches and its missionary salesmen were 
used chiefly for promotion work and to provide contacts between 
the company and the retail and wholesale grocers. 

Leicester products were advertised extensively in magazines, 
in newspapers, and on billboards. The company also favored use 
of local advertising innovations and from its branches had its mis- 
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sionary salesmen distribute much dealer-helps material to retail 
grocers. 

The home offices of the manufacturing and sales companies 
were in New York City. Executives of the parent company were 
in charge of administration, accounting (which included control 
of both credits and collections), and advertising, but the president 
of the sales company controlled all sales and sales promotion 
policies. He was also a vice-president of the parent company, 
and as such his opinion had weight in the formation of credit and 
advertising policies. 

In each of 20 cities in the United States strategically located 
as distributing points the sales company maintained a sales 
branch. At each branch there was a manager who was responsi- 
ble for all sales activities in his territory, which included dealings 
with brokers selected for the territory, control, hiring, discharg- 
ing, and training of missionary salesmen operating in the terri- 
tory, maintenance of records of sales volume, and control of in- 
ventories of products and of advertising materials at his branch. 
In New York City and in New England the company used no 
brokers. The New York City branch manager with nine sales- 
men covered New York City, practically all the company’s sales 
there being made directly to wholesalers, chain store companies, 
and a few unit stores. The Boston manager and his salesmen 
sold to the entire New England territory. Generally, the branch 
managers themselves dealt personally with the chain store grocery 
companies and with other customers buying directly in large 
quantities, always in cooperation, however, with any brokers rep- 
resenting the company in the customers’ territories. 

The company was convinced of the wisdom of permitting 
branch managers a reasonable measure of freedom in meeting the 
problems of their own territories. It was considered inadvisable 
for the New York office to lay down minor policies to be followed 
strictly by all branches alike. Each branch manager was held 
responsible, however, for yearly increases in sales in each of the 
company’s products at an average selling cost per case which com- 
pared favorably with costs for a period of years preceding. 

Each branch manager had from 5 to 20 missionary salesmen, 
whom he had hired and trained and over whom he had full super- 
vision. The chief functions of the 200 missionary salesmen were 
to solicit orders. from retailers for wholesalers’ accounts, to dis- 
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tribute advertising materials, and to do various forms of consumer 
sales promotion work. Most of the missionary salesmen, how- 
ever, also called upon wholesalers, usually in company with 
brokers’ representatives, and certain of the missionary salesmen 
called only upon hotels, restaurants, railroads, steamship com- 
panies, and other customers buying directly in large quantities. 
The missionary salesmen were to aid retailers, where such aid 
was acceptable, by advising them as to arrangement of displays, 
by suggesting effective placement of the goods on their shelves, 
and by helping them sell Leicester merchandise over their own 
counters. The New York office stressed to the branch managers 
the importance of having the missionary salesmen aid the retailers 
in this way in selling Leicester products. 

No rules were laid down by the New York office as to routing 
of missionary salesmen in the branch territories. In New York 
City and several other metropolitan centers the company did prac- 
tically no missionary work, because in such markets the distribu- 
tion of so large a percentage of its products was through chain 
store grocery companies. On the other hand, in comparatively 
sparsely settled territories, such as Oklahoma and Texas, mis- 
sionary salesmen, by making sales to the retail trade for the 
accounts of wholesalers, were instrumental in securing a majority 
of the company’s sales. The company could not determine 
accurately what proportion of its total sales volume was secured 
as a result of its missionary salesmen’s efforts, but estimated that 
missionary sales to retailers for wholesalers’ accounts ranged from 
15% of total sales in highly congested cities to 90% in rural 
districts. 

With the growth of cash-and-carry grocery wholesalers, an 
increasing number of retailers gave orders to missionary salesmen 
for the accounts of such wholesalers. To insure fulfillment of 
those missionary orders the company, in most instances in which 
the salesmen discovered that the retailers had not called for the 
goods ordered, had the missionary salesmen, all of whom were 
equipped with automobiles, deliver the goods to the retailers from 
the stocks of the specified cash-and-carry wholesalers. The New 
York office expected missionary salesmen to secure an average of 
from 20 interviews a day in congested cities to 5 interviews a day 
in thinly settled rural territories. 

The company did not favor paying high salaries to missionary 
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salesmen to secure them permanently to the company. Although 
the rate of turnover among its missionary salesmen was high, the 
company did not look upon it as excessive or objectionable. The 
average salary which the company paid such salesmen was $35 a 
week, which, plus expenses, including salesmen’s automobile 
expense, averaged about $3,500 to $4,000 a year per salesman. 
A majority of the company’s missionary salesmen were young 
and energetic, and the company anticipated that as soon as they 
felt they had learned a modicum of selling they would resign for 
more lucrative positions unless the company had better selling 
positions open for them. The company deemed the high turnover 
a healthy condition, and as long as it could recruit young mis- 
sionary salesmen with ambition it did not intend to employ a 
slower type of men who would be content to remain permanently 
with the company as missionary salesmen. 

The company’s terms to all direct buyers, where list prices 
were employed, were list prices less 10% less 39% less 2% for 
cash in 30 days, with sometimes a further discount of 2% or 
3% for carload purchases. List prices were those prices at 
which wholesalers were expected to sell to retailers. In some 
territories the company employed no list prices but quoted a net 
price with a cash discount of 2% less a carload discount if allowed. 
Prices quoted by the company were subject to change only by 
authority of the New York office. Branch managers were at 
liberty to recommend that drop shipments be made or free deals 
offered, but such recommendations were always subject to the 
approval of the New York office. 

The company sometimes made drop shipments into one whole- 
saler’s territory at the request of another wholesaler, when the 
first wholesaler was not giving adequate support to Leicester 
products. In other instances, at a wholesaler’s request the com- 
pany made drop shipments to enable that wholesaler to meet 
competition from other products. The company granted free 
deals, that is, a certain quantity of goods free with each purchase 
of a specified quantity, on some of its products perhaps once 
each year, usually on products to which it was devoting little or 
no advertising; those products the company termed its “compe- 
tition products” in contrast to its so-called “advertised brands,” 
which it was advertising more extensively. All the company’s 
brands had been advertised at one time or another. 
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The company did not attempt to force the maintenance of 
resale prices for Leicester products other than through argument 
and persuasion. Although it sold to wholesalers at a discount 
from list prices, it was aware that the wholesalers did not always 
resell to retailers at list prices. As a matter of fact, the com- 
pany was of the opinion that manufacturers of food products 
could not afford to frown at occasional price cutting by retailers, 
since such price reductions often proved to be the most effective 
advertisements for both chain and unit grocery stores. 

Branch managers were privileged to recommend sales promo- 
tional work for their territories. The New York office kept the 
branch managers currently informed of advertising innovations, 
displays, and sales promotion plans which were being used effec- 
tively in different territories, but with some exceptions did not 
oblige any branch manager to employ them. The extent to 
which an advertising or promotion policy used effectively in the 
New York branch territory was applicable to the Texas and 
Oklahoma territories, for instance, was to be determined largely 
by the managers in those territories. The branch managers also 
could recommend the appointment of brokers in their territories 
and could likewise suggest discontinuance or change of brokerage 
connections, but could take no action on these matters without 
authority from the New York office. 

Branch managers were required to send to the New York office 
each week a report of competitive and sales conditions and a 
summary of the missionary salesmen’s work with retailers. 
Monthly reports from the branches also were required showing 
closing inventory of merchandise, closing inventory of old stocks, 
closing inventory of advertising materials, cost of “retail work” 
by missionary salesmen for the sections into which the branch 
territories were divided, missionary salesmen’s activities, and 
information as to brokerage connections. From the accounting 
department at the New York office each branch manager received 
a weekly report of accounts receivable for his branch, a monthly 
report on the condition of overdue accounts in his branch, and a 
quarterly report showing his branch’s selling costs per case. 

Through its policy of utilizing brokers the company hoped to 
provide for all customers a quick and ready means of access to 
a representative of the company. The company’s 20 branch 
offices and its 200 missionary salesmen furthered this policy. 
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To keep the wholesale and retail grocers stocked and to have 
representation for its products always in evidence, the company 
deemed no agency so satisfactory as brokers. In most localities 
it was the company’s experience that reputable grocery products 
brokers could be found who enjoyed positions of considerable 
local importance. By employing such men as its representatives 
the company secured for itself a similar standing in the brokers’ 
communities. A large brokerage firm, the president of the 
Leicester Company stated, usually had a member who could be 
classed as a “$25,000 man.” The Leicester Company could not 
afford to employ 40 such men to represent its products alone, but 
by using the brokerage firms it was able to secure the services 
of these high-grade representatives. Furthermore, brokers were 
always on hand, and grocers had become accustomed to writing 
or telephoning to them without waiting to be called upon. With 
brokers available, all the company’s customers could be kept 
immediately and constantly posted as to prices, stocks, and other 
information they desired, while the brokers could pass on from 
the company to the grocery trade information as to new products, 
changes in policies, and so forth. For selling to chain store 
grocery companies, moreover, which because of their rapid rates 
of stock-turn frequently found it necessary to place rush orders, 
the company deemed the brokers a valuable agency. A broker 
could listen to proposals without committing the company; often 
a broker could secure sound business for the company by nego- 
tiation where an official or employee of the company, by the 
nature of the initial request, would have had to reject the proposal 
at the outset. The brokers, moreover, proved of value to the 
company because of their familiarity with local conditions and 
with the credit positions of local wholesalers and retailers. 

The company paid the brokers from 2 cents to 10 cents per 
case sold, the amount depending upon the product, its salability, 
and the volume of sales within the territory in question; these 
brokerage commissions if figured as a discount off list prices 
ranged from 8/10 of 1% to 4%. The company judged that it 
could well afford to pay such commissions for the services 
rendered. With the continued growth of chain store grocery 
companies, the future of the high-caliber grocery products 
brokers, in the company’s opinion, was not endangered in any 
way. 
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In 1926 the Leicester Company observed that some manu- 
facturers who sold nationally advertised brands of food or other 
grocery products were discontinuing the use of missionary sales- 
men or at least beginning to question their worth in relation to 
the cost of maintaining them. Although some of the Leicester 
products were well established, others were comparatively new; 
this being the case, the company judged it expedient to continue 
to use missionary salesmen, inasmuch as it knew no other equally 
effective method of sales promotion. The company intended to 
employ missionary salesmen to promote sales and brokers to 
procure them until it ceased offering new products from time to 
time or until it was shown an economical justification for estab- 
lishing 40 or more branch offices managed by high-salaried men 
with large regular sales forces. 


Commentary: The practices set forth in this case raise a series of 
questions which are of common occurrence among manufacturers of 
grocery products and which also appear in various other industries, 
These questions relate to such matters as the use of brokers, the con- 
tinued employment of missionary salesmen at a cost of $700,000 to 
$800,000 a year, the control of credits and collections by the account- 
ing department, the use of free deals, and the high turnover of mis- 
sionary salesmen. All these topics are of fundamental interest. Enough 
evidence is not furnished in the case, however, to warrant a critical 
discussion of the practices of the Leicester Company. The case is 
useful, nevertheless, in furnishing a record of the policies pursued by a 
large manufacturer of grocery products. 


May, 1927 M. T. C. 


CHICKAMAUGA Company! 
MANUFACTURER—CEREALS 


SALES ORGANIZATION—Use of M isstonary Salesmen by Manufacturer Selling 
through Wholesalers. A company manufacturing cereals maintained a 
force of regular salesmen who sold to wholesalers, as well as a force of 
missionary salesmen who solicited orders from retailers for wholesalers’ 
accounts. Wholesalers were allowed the same gross margin on all orders, 
whether or not they were obtained by missionary salesmen. Although 
the company considered discontinuing the missionary sales force in a 
period of depression, it decided that the services rendered by these sales- 
men were an essential form of sales promotion. 


(1921) 


The Chickamauga Company maintained a force of regular 
salesmen who sold the company’s products to wholesalers and 
another force of missionary salesmen, also known as specialty 
men, who called upon retailers to solicit orders which were turned 
over to wholesalers to be filled. Prior to 1919 the orders obtained 
by missionary salesmen were filled by shipments directly from 
the factory but billed through wholesalers. At that time drop 
shipments were discontinued, because it was believed that whole- 
salers would give better service if orders solicited by the com- 
pany’s missionary salesmen were turned over directly to whole- 
salers specified by the retailers. A wholesaler previously had 
received the same rate of gross margin on drop shipments as on 
Chickamauga goods shipped from his own warehouse. A whole- 
saler’s gross margin was the same whether the order was taken 
by a Chickamauga salesman or by the wholesaler’s own salesman. 

Many wholesale firms were antagonistic toward missionary 
salesmen because of anxiety that a more extensive development 
of the scheme might tempt manufacturers to establish wholesale 
branches to the detriment of the interests of the wholesalers. 
During the depression in 1921 the board of directors of the 
Chickamauga Company considered discontinuing its missionary 
sales force, but the directors finally were persuaded by the gen- 
eral sales manager that the services rendered by these missionary 
men were essential to the company in pushing the sales of Chicka- 
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mauga products more aggressively than they were pushed by 
wholesalers’ salesmen. 

During a period of 20 years the Chickamauga Company had 
developed and placed on the market 6 breakfast foods, including 
both prepared and unprepared cereals. Although the other prod- 
ucts also were advertised in national magazines, the company’s 
brand of rolled oats was used as a leader in national advertising. 
The same trade-mark and color scheme on the cartons identified 
all the products of the Chickamauga Company. 

With the exception of three chains of retail grocery stores, the 
products were sold to all customers at uniform prices in order to 
discourage price cutting. A slight differential, however, was given 
for carload lots in preference to less-than-carload shipments, 
Sales statistics of the company showed that 50% of the sales of 
a new product during the first year that it was upon the market 
ordinarily were made by missionary salesmen, whereas not over 
25% of the orders for established products were obtained by 
these salesmen. Ordinarily, the missionary salesmen did not 
call upon retailers who were selling Chickamauga products except 
to attempt to induce them to carry the full line; the missionary 
salesmen were expected to devote their efforts to retailers who 
were not familiar with the brand. The missionary salesmen 
instructed retailers who were prospective customers regarding the 
importance of a rapid rate of stock-turn and emphasized the fact 
that an order for Chickamauga products could be filled quickly 
from a nearby wholesaler. In this way stocks could be kept 
fresh, and the retailer could use his capital advantageously. When 
a new product was being introduced, the missionary salesmen 
worked closely in cooperation with the samplers. 

A missionary salesman frequently took orders received from 
retail grocers to a wholesale grocer in order to induce the whole- 
saler to handle the line or to stock new products. If the whole- 
saler already was handling other Chickamauga products, he 
usually was pleased to have the complete line; if he was not 
carrying the line, he ordinarily was willing to accept orders 
already secured. 

Claims for damaged goods frequently gave trouble to the 
Chickamauga Company. Although the packages were sealed as 
tightly as possible, vermin occasionally gained entrance. The 
company stood the loss in such cases either by replacing spoiled 
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goods or by refunding the amount paid for them. The damage 
claim department cooperated with the missionary salesmen, who 
were authorized to make adjustments on small claims. In terri- 
tories where climatic conditions were uncertain, the missionary 
men purchased packages of Chickamauga products and also 
packages of competitors’ products. These packages were sent 
to the home office of the company, where they were examined 
by the production department in order to ascertain the keeping 
qualities of the company’s products as compared with those of 
competitors’ products. 

A missionary salesman was maintained in each state, except 
that Connecticut and Rhode Island were combined in one terri- 
tory, Maine, New Hampshire, and Vermont in another, and New 
Jersey and Delaware in still another. A route list of every town 
in the territory was furnished to each salesman. The average 
territory required sixteen weeks to a trip. Some of the towns 
were visited three times a year while others were visited four 
times. The company had decided from experience that it was 
better to have a local representative, who would not make prom- 
ises which the company was unable to keep, cover the same ter- 
ritory regularly rather than to have continual changes in the ter- 
ritorial assignments. 


COMMENTARY: The Chickamauga Company used its missionary 
salesmen to induce retail grocers who previously had not carried Chicka- 
mauga goods to place them in stock, and also to induce all retail 
grocers to purchase new products placed on the market by the com- 
pany. The orders obtained by missionary salesmen were turned over 
to wholesalers specified by the retailers to be filled, and the whole- 
salers received their usual gross margin on such sales. In granting to 
wholesalers the regular trade discount on goods for which orders were 
obtained by the missionary salesmen, the Chickamauga Company not 
only was recompensing the wholesalers for the services which they per- 
formed in physically handling the merchandise and in performing the 
tasks of granting credit and making collections, but it also was remun- 
erating them for services not performed in the solicitation of orders. 
As a means of avoiding friction with the wholesalers, that policy un- 
doubtedly was expedient, provided the company continued to employ 
missionary salesmen. 

Inasmuch as the manufacturing company in this instance found it 
necessary, as a practical matter, to grant the regular trade discount to 
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wholesalers on the orders obtained by missionary salesmen, a question 
naturally arises as to whether the circumstances warranted the com- 
pany’s incurring the expense of employing missionary salesmen. In an 
examination of the company’s general marketing problem, one of the 
outstanding facts is that the company’s product was of a sort for which 
intensive retail distribution was desirable. It was to the advantage of 
this company to have its products available for purchase by consumers 
in all retail grocery stores, in order to avoid loss of sales through 
deferment of purchase or substitution. The tasks of introducing new 
products and of bolstering up distribution of old products to attain 
complete coverage of retail stores were sales promotion tasks that 
primarily concerned the manufacturing company rather than whole- 
salers. 

The Chickamauga Company had reached the conclusion that mis- 
sionary salesmen were the most effective means of performing these 
sales promotion tasks, and no evidence was offered in this case regard- 
ing alternative methods of sales promotion. Aggressive methods of 
securing intensive retail distribution of the company’s products were 
needed. The company chose to employ missionary salesmen for that 
purpose. 

Under the circumstances, therefore, the full burden of the missionary 
work properly was assumed by the manufacturer. 


December, 1926 MeSUsCe 


Nyanza Company! 
MANUFACTURER—FOOD PRODUCTS 


SALES ORGANIZATION—Reduction in Number of Missionary Salesmen to De- 
crease Sales Expense. A company which manufactured and sold food 
products in package form employed 45 missionary salesmen to solicit or- 
ders from grocery retailers for wholesale grocers’ accounts. The company 
estimated that approximately 50% of the orders received from whole- 
salers were the result of the activities of these salesmen. An analysis 
of the company’s selling costs showed that for the portion of its sales 
volume which missionary salesmen helped to obtain the sales expense 
was about 20% of sales, whereas for the sales they had no part in ob- 
taining the expense was about 8%. The general sales manager decided 
to reduce the number of missionary salesmen from 45 men to 30 during 
the following year and also to direct the salesmen to spend a larger part 
of their time in assisting retailers with merchandising problems. 


(1926) 


Late in 1926, the Nyanza Company, which manufactured and 
sold in package form seven food products, made an analysis of 
its selling costs. This analysis showed that for that portion of 
the sales volume which missionary salesmen had a part in obtain- 
ing, the sales expense approximated 20% of sales, whereas for 
that portion of the sales volume which the missionary salesmen 
had no part in obtaining, the sales expense was only 8.4%. The 
question was raised, therefore, whether the company should cur- 
tail its missionary sales work. 

The Nyanza trade-mark was so well established that in 1924, 
when the company added a new product to its line, it had been 
able to secure a satisfactory volume of sales for the new product 
without advertising it. Although the company was one of the 
leaders in its field, it was in competition with approximately 80 
firms, some of which were large and some small. 

The Nyanza Company sold to chain store grocery companies, 
cash-and-carry wholesalers, service wholesalers, retail buying 
associations, and a few large unit stores. All customers buying 
directly received the same terms, namely, list prices less 15%, 
less 2% for cash in 10 days. List prices were those at which the 
company expected wholesalers to resell to retailers. Except in 
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those parts of the United States where the company maintained 
branch sales offices or resident salesmen, its products were sold 
through food brokers. 

In Boston, Pittsburgh, Chicago, San Francisco, and New York 
City the company maintained sales branches and carried stocks. 
At each branch there was a branch manager and from one to 
three salesmen; there were ten such salesmen divided among the 
five branches. These salesmen called on the grocery whole- 
salers, the chain store grocery companies, and the retail grocery 
buying associations in their territories once each week. 

In each of five cities, Philadelphia, Kansas City, Detroit, In- 
dianapolis, and Los Angeles, the company maintained a resident 
salesman. At these points also the company carried stocks. The 
resident salesmen, like the branch salesmen, were expected to 
visit the customers in their territories once each week. 

To secure distribution in territories where it had neither sales 
branches nor resident salesmen, the company employed approxi- 
mately 150 food brokers. Neither the branch salesmen, the resi- 
dent salesmen, nor the brokers sold in each other’s territories. 
Brokers’ commissions varied from 2% to 3% of the selling price, 
according to the territories and the capabilities of the brokers. 
The company shipped goods on consignment to warehouses in 10 
cities where it employed brokers. The brokers ordinarily 
solicited orders daily from customers in their territories. 

In addition to the 5 resident salesmen and the 5 branch man- 
agers and their 10 salesmen, the company employed 45 missionary 
salesmen. The company estimated that approximately 50% of 
the orders which it received from wholesalers were the result of 
the activity of the missionary salesmen. On the older, well-estab- 
lished products, not more than 15% of the orders received from 
wholesalers could be traced to missionary efforts; on the newer 
products it was estimated that at least 60% of the orders from 
wholesalers were the result of missionary efforts. No missionary 
salesmen were used in New York City, inasmuch as 70% of 
the company’s sales in that city were made to chain store com- 
panies and the remainder were either to cash-and-carry whole- 
salers or to independent retailers. 

The 45 missionary salesmen were controlled by the manager 
of the personnel department. The manager of that department, 
resident at the main office, also had charge of the main office 
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clerical force. The personnel department, the executive sales 
department, and the advertising department all were under the 
direction of the general sales manager. The personnel depart- 
ment was responsible for the hiring, discharging, and training 
of missionary salesmen. It was charged with all salaries and 
expenses of missionary salesmen. 

The executive sales department, under the general sales man- 
ager, was responsible for everything pertaining to use of brokers 
and regular sales force, which included branch managers, branch 
salesmen, and resident salesmen, and also for the routine of mis- 
sionary salesmen in the field. This department was charged 
with all expenses of brokerage, sales force supervision, branches, 
branch salesmen, and resident salesmen. 

The manager of the advertising department, also under author- 
ity of the general sales manager, handled all advertising matters 
with the company’s advertising agency and controlled the com- 
pany’s advertising policies, working in cooperation with the 
managers of the executive sales and personnel departments. The 
advertising department was charged with all expense for advertis- 
ing activities, including cost of advertising materials, no matter 
by whom or to whom distributed. Any merchandise which was 
distributed free to consumers was looked upon as an advertising 
expense. 

Exhibit 1 is a chart of the company’s sales organization. 

The Nyanza Company did not advertise retail selling prices. 
Nevertheless, the company wished its products to be sold to con- 
sumers at reasonably uniform prices and, with this end in view, 
avoided practices which, in its opinion, would encourage retailers 





GENERAL SALES MANAGEMENT 
EXECUTIVE SALES DEPARTMENT PERSONNEL DEPARTMENT 








Exhibit 1. Sales Organization of Nyanza Company. 
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to sell its products below the customary prices. The usual price 
of the products was 25 cents a package in unit stores and 2 3 cents 
a package in chain stores. These prices in general were not cut 
seriously. It was the company’s practice to remonstrate strongly 
in any instance of excessive price cutting on its products and to 
refuse to sell directly to any retailer who consistently offered the 
products for less than the usual price. 

The company did not offer free deals. Neither did it make 
drop shipments into any territory at the request of desk jobbers, 
wholesalers located in other territories, or at the request of other 
buyers, where such drop shipments would interfere with the sales 
of wholesalers in that territory who regularly stocked and dis- 
tributed Nyanza products. The retail stock-turn on the com- 
pany’s products was approximately 4 times a year, and the 
wholesale stock-turn was about 6 times a year. 

The company’s missionary salesmen restricted their calls to 
what the company termed A and B stores, usually visiting each 
A and B store three times a year. The stores were rated as A, 
B, or C by the missionary salesmen themselves, and the sales- 
men frequently revised their ratings. Ratings were based on the 
points listed below. The company recognized that the ratings 
could not be exact, that different salesmen would arrive at differ- 
ent estimates, that the same salesman’s judgment of a store 
would vary from time to time, and that a store in a small town, 
for instance, would receive a different rating from what that 
same store would receive if located in a large city. The ratings 
nevertheless were sufficiently uniform and reliable to be an aid 
in sales promotion work. 


Physical characteristics 
1. Location and size of store 
2. Modernness of store equipment 
3. Number of clerks 
4. Size and condition of inventories 
5. Ratio of grocery specialty sales to sales of staple groceries 


Merchandising characteristics 
1. Merchandising methods of store 
2. Capabilities of clerks 
3. Interest in cooperative buying and advertising 
4. Advertising practices 
5. Average quality of merchandise handled 
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Financial position 
1. Credit rating 
2. Probable amount liquid assets 


The analysis of selling expenses which the Nyanza Company 
made late in 1926 showed that of its total sales 50% were made 
to service wholesalers and retail buying associations at an average 
cost of about 20% of sales, and that the remaining 50% were 
divided 33.37% to chain store companies, 8.4% directly to large 
unit stores, and 8.3% to cash-and-carry wholesalers, and were 
made at an average selling cost of 8.4% of sales. The missionary 
salesmen assisted in securing that half of the sales volume which 
cost the company about 20% of sales, but were thought to be of 
no assistance in securing the remaining volume at the lower cost 
of 8.4%. Exhibit 2 shows the company’s selling expenses as 
percentages of total sales. 

In view of the expense involved in using missionary salesmen, 
the general sales manager decided to reduce the missionary sales 
force from 45 men to 30 men in 1927 and to observe what effect 
this reduction had on the sales volume. He also asked the per- 
sonnel manager to direct the missionary salesmen to spend a 
larger part of their time in assisting retailers with their mer- 
chandising problems. The missionary salesmen were trained 
so as to be able to advise retailers concerning merchandising 
methods, accounting problems, proper methods of display, pur- 
chasing policies, and retail store management. With these duties 


EXHIBIT 2 


SELLING EXPENSES oF Nyanza CoMPANY FOR 1926, 
AS PERCENTAGES OF TOTAL SALES 








Expenses as Percentage 


Selling Departments of Total Sales Volume 
General Sales Management..............:.4-.:..6...00 0 27% 
Executive Sales Department: 
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BrOkera meaner since ae ches ea ee ee 1.63 

Branches, resident salesmen, and branch salesmen........ 1.66 


Training, supervision, and salaries of missionary salesmen 


qsincluding «clerical expense,.7- 7/0 .an ee eee 5.19 
Advertising Department: 

Including material distributed.......................... 5.67 

Special mertketing researchos 4 a.4.0c ties ee oe 18 


14.92% 
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of expert advisors added to the missionary salesmen’s regular 
task of soliciting orders for the company’s seven products, each 
salesman was not expected to make more than 10 or 12 calls a day. 


CoMMENTARY: Here we have an instance in which a manufacturer 
has undertaken to analyze the services and the costs of employing 
missionary salesmen. The question was not in regard to how much 
the missionary salesmen had contributed to the company’s prosperity 
in earlier years, but in regard to the usefulness of that method of 
sales promotion in 1927. Inasmuch as 60% of the orders from whole- 
salers for comparatively new products and only 15% of the orders 
for the well-established products were originated by missionary sales- 
men, the inference is clear that the continued employment of missionary 
salesmen was dependent to a substantial degree upon the company’s 
plans for introducing new products in the future. 

The experience of the Nyanza Company in having its missionary 
salesmen render advice to retailers on store management problems does 
not furnish an encouraging precedent. The results do not appear to 
have been worth the cost. That conclusion is based on the fact that 
the expense of marketing that portion of the company’s product which 
was influenced by the activities of the missionary salesmen was about 
two and one-half times as great as the expense of marketing an equal 
volume of merchandise through other channels. One-half of the com- 
pany’s sales were made to chain store companies, cash-and-carry whole- 
salers, and a few direct buying retailers. For those sales the market- 
ing expense was estimated at 8.4%. Since for all sales the marketing 
expense was 14.92%, the expense of marketing the goods sold to service 
wholesalers must have been 21.44%. This difference was accounted 
for largely by the expense of operating the missionary sales force. 

Under these circumstances, the company decided upon a conserva- 
tive course of reducing the number of missionary salesmen from 45 
to 30. The facts stated in the case suggest that a further analysis of 
the results of the activities of the company’s missionary salesmen would 
lead to an even greater curtailment of that type of sales promotion 
in the future, except during periods when new products were being 
placed on the market. 


April, 1927 M. T. C. 


SuSsSExX Company! 
MANUFACTURER—SOAP 


SALES ORGANIZATION—Discontinuance of Missionary Sales Force. A well- 
established company manufacturing soaps, for which it had secured wide- 
spread distribution, employed 150 missionary salesmen to solicit orders 
from retailers for wholesalers’ accounts and also to obtain wholesalers’ 
orders. In addition to selling to wholesale grocers, the company sold 
directly to chain store grocery companies and to unit grocery stores, at 
the same prices it charged wholesalers. In view of the fact that the 
growth of cash-and-carry wholesalers was tending to reduce the number 
of orders taken by missionary salesmen, that many orders taken by them 
were not delivered by wholesalers, that the rate of turnover of the mis- 
sionary sales force was high, and that direct sales to retailers were in- 
creasing, the company decided to discontinue the use of missionary sales- 
men and to employ only 25 salesmen to call on wholesalers, chain store 
companies, and independent retailers buying directly. 


PricE MAINnTENANCE—Retail Prices Not Specified by Manufacturer. A 
company manufacturing soap had secured widespread distribution for 
its products, selling to wholesalers, chain store companies, and directly 
to retailers. The company did not attempt to specify or maintain stand- 
ard retail prices for its products. Reasonable price cutting on manu- 
facturers’ advertised brands and other forms of price concessions by 
retailers were not considered undesirable by the company, but were 
looked upon rather as indications of keen merchandising methods. 


(1926) 


The Sussex Company, a manufacturer of soaps, employed 150 
missionary salesmen to solicit orders from retailers for whole- 
salers’ accounts and also to call upon wholesalers for their orders. 
The annual cost of maintaining this sales force was approxi- 
mately $600,000. Late in 1926 it was suggested that perhaps 
the results of the salesmen’s work did not warrant this expend- 
iture and that it might be advisable for the company to discon- 
tinue its missionary sales efforts. The company had used mis- 
sionary salesmen since its organization in 1900. 

All the company’s soaps were sold under a widely advertised 
trade-mark. Advertising and the dependable quality of the prod- 
ucts had secured for the company widespread distribution. It 
was the company’s opinion that, in view of the strong consumer 
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demand, few wholesalers or retailers could afford not to carry 
Sussex soaps. Advertising appropriations had been increased 
proportionately with the annual increases in sales. 

In addition to selling to wholesale grocers, the company sold 
directly to chain store grocery companies and to many unit 
grocery stores. The company maintained a one-price policy, its 
terms being 10% off list prices, 2% for cash, and 21%4% for 
orders in carload lots; list prices were those at which the com- 
pany expected wholesalers to sell to retailers. Chain store 
grocery companies and unit stores which bought directly, there- 
fore, secured goods at the same prices as were paid by whole- 
salers. The company did not offer free deals. 

The company maintained four division offices: at New York 
City, St. Louis, Atlanta, and San Francisco. The manager of each 
division supervised approximately one-fourth of the company’s 
sales force. The divisional managers were expected to spend 
about 80% of their time traveling with their salesmen, and it was 
usually they who secured orders from the large chain store gro- 
cery companies. All summary sales records were compiled at the 
central office in New York City, and all credit responsibility was 
concentrated there. 

To facilitate deliveries to its customers, the company main- 
tained warehouses in 20 cities. Each of the 20 warehouse 
branches filled orders from customers and extended credit to those 
whose names appeared on an approved credit list furnished by 
the central office. Billings were made from and payments re- 
ceived at the four divisional offices. The Sussex Company pre- 
paid freight on shipments to customers. The minimum order 
that the company would accept was 5 boxes, which weighed ap- 
proximately 200 pounds. It would make drop shipments to 
retailers in 5-box lots at the request of a wholesale customer, or 
at the request of a so-called ‘desk jobber” provided the jobber 
also bought for stock a quantity equal to the average stock of 
Sussex products carried by wholesalers in his territory: In the 
case of retail cooperative buying associations, the company would 
make drop shipments at the request of members whose places of 
business were outside the towns in which the associations’ head- 
quarters were situated, but not to members located in those towns, 
and never in less quantity than 5 cases. Total yearly drop ship- 
ments of the Sussex Company were not over 2% of total sales. 
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In 1920 the Sussex Company had anticipated a substantial 
increase in direct selling to retailers by soap manufacturers and 
accordingly had undertaken to increase its direct sales. Except 
in the southwestern and far western states, the company endeav- 
ored to secure at least 1 retailer as a direct buyer in every town 
with a population of 5,000 or more. In towns with populations 
of approximately 10,000, the company sought to have 2 or 3 direct 
retail accounts, and in larger cities it wished to sell directly to. 1 
in every 16 grocery retailers. 

In 1926 the company was selling directly to about 8,100 inde- 
pendent retailers. In New York City, for several years, the com- 
pany had sold almost exclusively to chain store grocery companies 
and unit stores. In 1926, from 60% to 70% of the company’s 
sales in that city were made to chain store grocery companies, and 
the remainder were made to about 1,500 unit grocery stores. The 
company sold directly to about 600 retailers in Chicago. Of total 
sales in 1926, the company estimated that it made from 50% 
to 60% to wholesalers, from 20% to 30% to chain store grocery 
companies, and from 10% to 20% to unit stores and retail coop- 
erative buying associations. In cities of from 2 50,000 to 300,000 
inhabitants, not more than 50% of the company’s total sales were 
made to wholesalers. 

The most desirable type of retailer to whom to sell directly, 
in the company’s opinion, was one whose clientele included per- 
manent customers and also transient customers who made cash 
purchases in passing, attracted by the convenience of the store’s 
location. For a store to qualify as a direct purchaser, the com- 
pany deemed that its permanent clientele should include from 
150 to 200 customers who made purchases regularly either for 
cash or on credit; its annual sales should be $100,000 or over; it 
should grant credit and render delivery and telephone service; 
and it should advertise, by frequent inserts in local newspapers, 
by advertisements in motion picture theaters, by distribution 
from house to house of handbills, or at least by attractive window 
displays. 

Reasonable price cutting on manufacturers’ nationally adver- 
tised brands, offers of combination purchases at reduced prices, 
and other forms of price concessions on the part of retailers were 
not deemed undesirable by the company, but were looked upon 
rather as indications of keen merchandising methods. However, 


SUSSEX COMPANY 463 


retailers who were extreme and predatory in their price cutting 
were regarded as undesirable direct purchasers for the company’s 
products. 

The Sussex Company did not advertise retail selling prices for 
its products. Any attempt to specify and maintain standard 
retail prices for Sussex products, the company was convinced, 
was inadvisable. With the growth of the cash-and-carry grocery 
stores and with many excellent brands of soaps on the market, 
women shoppers seemed to the company to be more and more 
attracted by price inducements. An investigation made in 1926 
showed that few of the unit stores which bought directly priced 
Sussex products lower than the prices prevailing in chain stores. 
It was the experience of the company’s sales manager that the 
chain store grocery companies were the leaders in price setting 
in their localities, and that seldom, and never for a protracted 
period, did the unit stores which bought directly quite meet the 
price cuts of the chain stores. In his judgment it was not neces- 
sary for unit stores which offered credit and delivery service to 
sell at prices as low as were offered by chain stores in order to 
secure adequate sales volumes. 

After the Sussex Company had decided upon a retail grocery 
store to which it wished to sell directly, the company’s representa- 
tive, either the district manager or a salesman, ascertained the 
wholesaler from whom the retailer usually purchased Sussex prod- 
ucts. The representative then interviewed the wholesaler and told 
him of the company’s desire to sell to the selected retailer directly. 
Usually that retailer was one of the wholesaler’s best customers. 
To meet the wholesaler’s objections to the company’s plan of 
direct sale to the retailer, the company’s representative cited in- 
stances, stating names and places, of wholesalers whose total sales 
of Sussex products had increased when the company had begun 
to sell directly to some of their customers. The explanation 
offered was that the keen selling methods adopted by the retailers 
to whom the company had chosen to sell directly had advertised 
Sussex products and created a local demand that led other retail- 
ers in the neighborhood to stock more Sussex products. This 
argument usually appeased the wholesaler. It was the sales man- 
ager’s experience that wholesalers were beginning to expect more 
and more direct selling to retailers by soap manufacturers. The 
growing tendency toward direct selling, in his opinion, was partly 
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to be accounted for, particularly in the case of soaps, by an over- 
production of nationally advertised brands. 

For three years ending in 1926 the company had analyzed as 
carefully as was compatible with reasonable expense the work of 
its missionary salesmen. This analysis showed that total annual 
missionary orders taken for wholesalers’ accounts from 1921 to 
1926 inclusive were approximately 50% of total annual sales to 
wholesalers. Of missionary orders taken in cities, approximately 
60% were undelivered, and of those taken in rural districts 20% 
to 50% were undelivered. The growth of cash-and-carry whole- 
salers had tended to reduce the number of orders taken by mis- 
sionary salesmen. The only way in which missionary salesmen 
could be assured of delivery on orders taken for the accounts of 
cash-and-carry wholesalers was for the salesmen to deliver the 
goods themselves from the wholesalers’ stocks. 

In the five years prior to 1926, missionary salesmen obtained 
orders on only about 50% of their calls, and from 35% to 40% 
of their time was spent in traveling. In territories where, for test 
purposes, missionary salesmen had been withdrawn for periods 
of from six to eight months, total sales to wholesalers had shown 
no decrease during a twelve months’ period dating from the with- 
drawal of the salesmen; invariably, sales to wholesalers had de- 
clined in the first few months, but during the remainder of the 
year they had increased sufficiently to compensate for the loss. 

The rate of turnover of the missionary sales force was high, 
and this was vexatious to the retailers and to the division man- 
agers; the former often had just become acquainted with a sales- 
man when another appeared in his place; the latter were contin- 
ually having to find, train, and route new men. 

In view of these facts and the growth in its direct sales to 
retailers, the company decided to discontinue the solicitation of 
orders from retailers for the accounts of wholesalers. It accord- 
ingly released its 150 missionary salesmen and employed only 25 
salesmen to call on wholesalers, chain store companies, and inde- 
pendent retailers who bought directly. The company did not 
intend to appropriate immediately for other sales promotion work 
a sum equal to that previously expended for maintenance of the 
150 missionary salesmen, but it was confident that it could use 
profitably part or all of such a sum in some form of sales pro- 
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motion other than missionary sales work, if sales promotion 
appeared to be necessary. 


CoMMENTARY: On the question of discontinuing the employment 
of missionary salesmen, the evidence seems to be conclusive. The 
company was not introducing new products; it had attained intensive 
distribution, and its tests indicated that its volume of sales would not 
suffer through discontinuance of that means of promotion. In view of 
the large expense which the missionary sales force entailed and of the 
evidence that results commensurate with the expense were not being 
obtained, the company was not warranted in continuing to use the 
missionary salesmen. 

Whether the company should have discontinued the employment 
of missionary salesmen at an earlier date is a question on which the 
evidence submitted does not throw full light. One of the significant 
statements in the company’s analysis of its problem, however, is that 
the growth of cash-and-carry wholesalers had decreased the number 
of missionary orders taken. It is common knowledge that the number 
of cash-and-carry wholesalers had increased rapidly during the two 
years which preceded the company’s decision. That change in condi- 
tions in wholesale trade may have warranted a decision in 1926 that 
would not have been reached at an earlier date. 

As the company’s analysis showed, the work of missionary sales- 
men is rendered appreciably less effective when the retailers on whom 
they call buy chiefly from cash-and-carry wholesalers. If a missionary 
salesman does not accept orders from retailers to be filled by cash-and- 
carry wholesalers, the salesman may find it more difficult to secure 
orders. If the salesman does accept orders for the accounts of such 
wholesalers, there is a strong likelihood that a substantial portion of 
the orders will not be filled, since a cash-and-carry wholesaler waits 
for his customers to come to his store to obtain merchandise ordered. 
If cash-and-carry wholesalers continue to increase in number and if 
chain store companies continue to grow, it seems to be quite possible 
that these circumstances may lead other companies now employing 
missionary salesmen to discontinue that practice. 

On first examination, the company’s policy of selling directly to 
selected retail grocers on the same terms as to wholesalers seems ques- 
tionable, because of the likelihood that that policy would undermine 
the position of the wholesalers and ultimately make the company 
dependent for distribution entirely on chain stores and retailers who 
bought directly. The description of the company’s method of allay- 
ing opposition from wholesalers sounds unconvincing. 

Despite these unfavorable appearances, however, the company actu- 

















466 HARVARD BUSINESS REPORTS 


ally was giving a substantial degree of protection to wholesalers. That 
protection accrued from the adherence to minimum orders of at least 
5 boxes, 200 pounds. Many retailers could not buy such a large 
quantity at one time and therefore had to make their purchases from 
wholesalers. Additional protection was provided by the 212% dis- 
count for car-lot orders, which were likely to be placed only by whole- 
salers and large chain store companies. These sorts of protection for 
the wholesalers have strong economic justification, because they give 
the wholesalers an opportunity to render their most useful service in 
parceling out merchandise in smaller lots than the manufacturer can 
afford to handle. 

The company’s attitude toward price cutting was consistent. It had 
decided not to attempt to standardize retail prices and it manifested 
no hypocrisy on that subject. The Sussex Company, as a matter of 
fact, however, seems to have averted price cutting more successfully 
than have several manufacturers who loudly protest against price 
cutting on their products. The Sussex Company adhered to a one- 
price policy. The restrictions that it placed on drop shipments elimi- 
nated much of the danger of price cutting from that source. The 
company offered no “free deals” and it advertised no retail prices. As 
a result of these policies, little temptation to cut prices was offered. 
This case furnishes an unusually good example of basically sound judg- . 
ments which yield better results than suave pronouncements not backed 
up by fundamentally sound practices. 


April, 1927 MODS Ce 


Monawk Soap Company! 
MANUFACTURER—SOAP 


SALES PRoMoTION—Advertising to Consumers as Alternative to Obtaining 
Aggressive Assistance of Retailers. A company manufacturing a high- 
grade brand of toilet soap with wide distribution in retail stores had 
advertised its product directly to consumers only by means of newspaper 
advertising in several large cities when the product was first introduced. 
Since its sales were not increasing satisfactorily, the company appro- 
priated an amount equal to 8% of its estimated net sales for sales pro- 
motion efforts during the following year. The company was uncertain 
whether to use this appropriation for advertising directly to consumers 
or for securing the aggressive assistance of retailers in pushing the sales 
of its product. 

(1921) 

The Mohawk Soap Company, making a high-grade, branded 
toilet soap which retailed at 25 cents a cake, had advertised its 
product directly to consumers only by means of newspaper adver- 
tising in several large cities during the period when the product 
was first being introduced in 1914. Mohawk soap contained no 
unrefined caustics such as caused irritation of the skin. It was 
especially compounded with milk solids to impart bleaching and 
purifying qualities which, it was asserted, were instrumental in 
the development and preservation of a healthy skin and com- 
plexion. It therefore made a strong appeal to women. 

Mohawk Soap was sold by traveling salesmen to drug whole- 
salers in the principal cities of the United States and it was on 
sale to consumers in several thousand retail drug stores. From 
1919 to 1921, however, the rate of increase in the volume of 
sales, after allowance was made for changes in the general level 
of prices, had not been satisfactory. In these years two large 
toilet soap manufacturers had conducted extensive campaigns of 
consumer advertising in magazines of national circulation and in 
newspapers, using freely both single- and double-page spreads. 
In addition, these companies had spent large sums on billboards, 
street car cards, electric signs, free samples, and other means of 
arousing the interest of consumers. To the Mohawk Soap Com- 
pany its unsatisfactory showing during this period appeared to 
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be attributable, at least in part, to the fact that consumers had 
been influenced by extensive publicity to prefer the widely adver- 
tised brands of toilet soap. Consequently, in its budget for 1922 
the company provided for the expenditure in sales promotion 
efforts of a sum equivalent to 8% of its estimated net sales. 

The Mohawk Soap Company previously had placed reliance on 
the special merits of its product to attract patronage; it also had 
sought successfully to acquire a good reputation among whole- 
salers and retailers for fair dealing. In deciding on its more 
aggressive sales plans for 1922, two divergent doctrines were en- 
countered by the company. One doctrine was that consumers 
could be relied upon to secure the brand of soap for which their 
desire had been stimulated by advertising. According to the 
second doctrine, the retailers, who were in personal contact with 
consumers, were held to be the dominant influence, inasmuch as 
many consumers were likely to have at most merely an inquiring 
attitude toward an advertised brand; the result then would be 
that the retailers’ advice would Sway many sales. 


Commentary: In marketing its product, the Mohawk Soap Com- 
pany should, of course, have maintained relations as friendly as pos- 
sible with the wholesale and retail merchants in whose stores the goods 
were offered for sale. 

One of the plans proposed in this case, however, went further than 
the maintenance of normal friendly relationships in that it contemplated 
the aggressive assistance of retailers in promoting sales of Mohawk 
soap. That plan of sales promotion was proposed as an alternative to 
a plan of advertising Mohawk soap to consumers. 

The proposal for relying on the retailers’ “push” to stimulate sales, 
although very often encountered among manufacturers, manifested a 
narrow viewpoint. In each retail store in which articles such as 
Mohawk soap were sold, a wide variety of merchandise, made by many 
different manufacturers, was carried. For each sort of article, in many 
instances, several different brands were carried. If the Mohawk Soap 
Company fairly could expect each retailer to “push” its product, 
numerous other manufacturers of advertised and nonadvertised products 
could justly expect to have similar effort bestowed upon their products. 
Such a program was obviously impractical of execution by a retailer. 
Not only was there the physical impossibility of a retailer’s “pushing” 
a large number of items, but in so far as several brands were in direct 
competition, the “pushing” of one would nullify the “pushing” of 
another by the same retailer. 
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When a manufacturer of a product such as Mohawk soap seeks to 
have retailers “push” his product, he really is seeking preferential treat- 
ment by the retailers, which is inconsistent with sound management in 
a retail store of this type. Such preferential treatment, if accorded 
to one brand when another brand is asked for by a customer, aims at 
effecting substitution, a practice that does not meet with general 
approbation either from manufacturers or from consumers. A manu- 
facturer cannot logically decry substitution of other brands for his 
own by retailers and at the same time seek preferential treatment for 
his brand. 

There is one situation, to be sure, in which a retailer may promote 
the sale of a particular brand without practicing substitution, that is, 
when a customer asks for soap, let us say, without mentioning brand or 
when a customer asks the retailer’s advice as to which brand to pur- 
chase. With the increasing emphasis on brands, however, and the more 
and more widespread acquaintance of consumers with the various 
brands of soap on the market, the opportunity for the retailers to pro- 
mote the sale of a particular brand without effecting substitution is 
not great and is constantly becoming narrower. 

Turning now to the other proposal, whereby the company would 
have directed its efforts primarily at influencing the demand from con- 
sumers, the first question is whether the product was advertisable. 
From the evidence stated regarding the qualities of the product, the 
conclusion to be drawn is that the product did possess merits sufficiently 
distinctive to warrant advertising it to consumers. By utilizing its 
resources to arouse preference for the Mohawk brand among consum- 
ers, the company would place itself in a stronger strategic position than 
by seeking preferential treatment from retailers. In fact, if the com- 
pany’s policies toward wholesalers and retailers were fair and well 
executed, it is probable that it would receive as great support from 
those merchants as a result of advertising to consumers as by merely 
endeavoring to obtain preferential treatment of the product by the 
merchants. When an article of merit is well advertised to consumers, 
sales resistance in wholesale and retail stores is lessened and the mer- 
chant’s task lightened. 

Under the circumstances, therefore, it is my conclusion that the 
Mohawk Soap Company should have advertised its product to con- 
sumers. 


December, 1926 Merlo. 


MERRITAN Company! 
MANUFACTURER—CLEANING COMPOUND 


SALES PRoMoTIoN—Discontinuance of Missionary Salesmen Offset by In- 
crease in Advertising. In 1910 the company, which during the to pre- 
ceding years had employed 20 missionary salesmen to solicit orders from 
grocery retailers for grocery wholesalers’ accounts for the cleaning com- 
pound which it manufactured, decided to discontinue the use of mis- 
sionary salesmen and instead to increase its appropriation for advertising 
in trade papers and general magazines. In 1927 the executives reported 
that this policy had been fully satisfactory; that the company had 100% 
distribution among wholesale grocers in the United States and at least 
80% distribution among grocery retailers. 


SALES Unit—Reduction in Minimum Order Required by Manufacturer. Be- 
cause the wholesale grocers to whom it sold the cleaning compound that 
it manufactured appeared in some instances to be buying in too large 
quantities, the company decided to reduce the minimum order that it 
would accept from six gross of the item to five gross. Later the com- 
pany reduced the minimum to four gross and then to two gross. 


(1927) 


The Merritan Company had manufactured for over 30 years 
a cleaning compound called “Helper,” which it sold to wholesale 
grocers and to chain store grocery companies. As a result of per- 
sistent advertising on street car posters and in magazines circulat- 
ing among consumers, Helper was known in all parts of the United 
States and seemed to be looked upon by many housewives as a 
household necessity. From 1900 to 1910 the company had main- 
tained a staff of 27 salesmen, 20 of whom, as missionary salesmen, 
solicited orders from retailers for wholesalers’ accounts, and A 
of whom sold to wholesalers. In 1910 the company had decided 
to discontinue using the 20 missionary salesmen and to increase 
its annual advertising appropriation by an amount equal to the 
previous annual cost of maintaining those salesmen. The com- 
pany retained eight salesmen to solicit wholesalers’ orders. From 
1910 to 1927 sales had increased at a highly satisfactory rate. 
Advertising appropriations also had increased, but not in appre- 
ciably greater proportion than the increase in sales. 

In 1927, the company stated that it had 100% distribution 
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among the wholesale grocers in the United States and at least 
80% distribution among grocery retailers. Consumer demand 
apparently was so strong that grocery wholesalers and retailers 
could not afford to be without the article. In retail stores the 
average rate of stock-turn for the company’s product was ap- 
proximately 12 times a year, and in chain stores the average rate 
was about 72 times. The company maintained warehouse stocks 
in 42 cities. The warehouse organizations developed and main- 
tained their own lists of customers to whom credit could be 
granted. Those organizations also billed the customers whose 
orders were filled from the warehouse stocks; all payments were 
made directly to the company’s office in New York City. 

The company’s terms to wholesale grocers and chain store 
companies were 1214% off list price less 2% for cash. This was 
a one-price policy; no quantity or special discounts were allowed 
and no free deals were offered. The company rarely had made 
drop shipments, and in 1927 the practice of making drop ship- 
ments was discontinued entirely. The list price at which the 
company expected wholesalers to sell allowed retailers a gross 
margin of approximately 30% if they sold at the company’s sug- 
gested resale price. The company stated that price cutting by 
chain store grocery companies was not excessive and that few 
wholesalers complained that their gross margin on the product 
was inadequate. 

During the four years prior to 1926 the company had observed 
an irregularity in the frequency with which wholesalers ordered 
Helper. The company’s salesmen, who had been instructed to 
discover the cause of this irregularity, reported that in almost 
every instance in which it occurred the wholesaler had bought in 
too large a quantity. As an experiment, the company reduced 
the minimum order that it would accept from six gross of the 
packages to five gross; some time after this reduction, the com- 
pany reduced the minimum to four gross, and in 1926 it made a 
further reduction to two gross. With this minimum, the com- 
pany stated that it had succeeded in securing 100% distribution 
at all times among grocery wholesalers. 

Each of the company’s salesmen endeavored to cover about 
one-eighth of the United States each year. Almost all the sales- 
men had been with the company for several years. Their salaries, 
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exclusive of traveling expenses, ranged from $200 to $300 a 
month. 

The company advertised in wholesale and retail trade papers 
as well as in general magazines. Any innovation in use for the 
cleanser or any change in size of package, for instance, was 
always well advertised to consumers, retailers, and wholesalers; 
in its advertisements to wholesalers the company stated that the 
retailers had been acquainted with the new departure. In its 
advertising to wholesalers the company also stressed the fact 
that, inasmuch as it had created a demand for Helper among 
consumers and retailers by means of its advertising, all the whole- 
salers’ salesmen had to do was to take orders. 

The company deemed it the wholesalers’ and not the manufac- 
turer’s function to secure orders for their own accounts. The com- 
pany endeavored to allow wholesalers and retailers adequate 
gross margins and was confident that no ill will had been created 
by its emphasis on the wholesalers’ responsibility for obtaining 
orders from retailers. 


Commentary: In seeking a solution of the problems attendant upon 
the employment of missionary salesmen, the Merritan Company, which 
was marketing a nonperishable product, moved in one direction; the 
Homer Food Company,? which was marketing a semiperishable product, 
moved in another; and both companies apparently met with success. 
The major point in common in the policies adopted by the two com- 
panies was the discontinuance of the employment of missionary sales- 
men. 

The Merritan Company undoubtedly benefited from its one-price 
policy and its refusal of free deals. Thereby it avoided continued 
bickering over price and lessened the temptation to wholesalers and 
retailers to cut prices. The margins allowed to wholesalers and retail- 
ers, moreover, were sufficiently liberal to avoid antagonizing the mer- 
chants through whose hands the goods passed. The changes in the 
size of the minimum shipment requirements manifested recognition 
on the manufacturer’s part of the customers’ point of view. Those 
policies lessened marketing friction. 

The positive force which induced the flow of the company’s products 
through the channels of trade in increasing volume was advertising to 
consumers. In the absence of serious marketing friction, the strength 
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of the demand from consumers was sufficient to maintain intensive 
distribution and to keep the goods moving. 

As was indicated in the commentary on the case of the Mohawk Soap 
Company,° two more or less conflicting theories often arise regarding 
the most effective methods of promoting the distribution of an article 
of small unit value sold in stores which at the same time are selling 
many other articles. One theory is that the manufacturer should rely 
chiefly on the demand from consumers; the other theory is that the 
manufacturer should seek to induce the retailers to stimulate sales 
actively. The Merritan Company chose to rely almost entirely on the 
demand from consumers. Consequently, its sales promotion efforts 
included extensive advertising to consumers. At the same time, the 
company adopted policies to prevent friction with wholesalers and 
retailers. The company apparently was convinced that it could not 
safely rely upon wholesalers and retailers to assume the burden of 
maintaining and promoting sales. 

The practice of numerous other manufacturers of widely distributed 
products suited to consumer advertising, in employing missionary sales- 
men to solicit for wholesalers’ accounts a substantial portion of the 
orders placed by retailers for those products, seems to be based upon 
the second theory stated above or to indicate the existence of friction 
between the manufacturers and the wholesalers and retailers handling 
their products. Those missionary salesmen presumably were employed 
to obtain orders that otherwise would not be obtained. If the orders 
obtained by the missionary salesmen would be lost because of substitu- 
tion by wholesalers or retailers in case those salesmen were not em- 
ployed, the manufacturers’ sales policies probably are at fault. If the 
orders would not have originated except for the efforts of the mis- 
sionary salesmen, then the retailers are being induced to buy larger 
quantities than they need to fill the expressed demand from their 
customers. To sell those extra quantities, the retailers must put 
forth extra sales effort. 

Although the experience of the Merritan Company does not in itself 
furnish a conclusive answer to the problem of employing missionary 
salesmen, it is a valuable contribution to the general understanding 
of that problem. 


January, 1927 M. T. C. 
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ALTAMAHA GaRTER Company! 
MANUFACTURER—GARTERS 


SALES PromoTion—Use of Premium Coupons Discontinued Because of Re- 
tailers’ Opposition. When a company manufacturing high-grade garters 
joined with several manufacturers of other products in the use of pre- 
mium coupons, retailers selling the company’s product objected, in many 
instances refusing to accept shipments of merchandise in which coupons 
were packed. The retailers claimed that use of premium coupons injured 
their prestige and, inasmuch as the manufacturer also enclosed coupons 
for the retail sales persons, encouraged their sales persons to lay special 
sales emphasis on the company’s product. Because of this opposition, 
the company discontinued its premium advertising. 


(1914) 


In August, 1914, the Manufacturers’ Discount Coupon Com- 
pany” proposed to the Altamaha Garter Company that that com- 
pany join with a group of leading manufacturers in other fields 
in a program of premium advertising whereby coupons redeem- 
able for premiums would be distributed with the merchandise 
sold. Business was relatively inactive at that time, following the 
outbreak of the World War, and the Altamaha Garter Company 
desired to increase its sales. 

Retail tobacco stores and manufacturers of some other products 
had used premium advertising for several years. The sponsors 
of the proposal were convinced that the effectiveness of premium 
coupons in stimulating sales to consumers would be increased if 
the coupons were offered with a diversified group of products, so 
that consumers in Satisfying their ordinary requirements could 
collect in a relatively short time enough coupons to secure worth- 
while premiums. Altamaha garters had been among the pre- 
miums offered by the Manufacturers’ Discount Coupon Company 
for several years. 

So far as the executives of the Altamaha Garter Company 
knew, no manufacturer of clothing or furnishings had used pre- 
mium advertising. Several manufacturers of other classes of 
merchandise, however, already had signed contracts with the 
Manufacturers’ Discount Coupon Company, and several others 
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were giving the project favorable consideration. The Altamaha 
Garter Company was convinced that there was reasonable assur- 
ance that a sufficient number of manufacturers of different prod- 
ucts would join in the project to make it effective. 

The Altamaha Garter Company manufactured a complete line 
of men’s, women’s, and children’s garters. There were 15 pat- 
terns, each in 8 colors, of Altamaha garters for men and approxi- 
mately 200 patterns of women’s and children’s garters. Men’s 
garters constituted about 60% of the total sales, and women’s 
and children’s garters about 40%. Of the men’s garters sold by 
the company, approximately 65% retailed at 25 cents a pair, 10% 
at 35 cents, and 25% at 50 cents. It was estimated that the aver- 
age consumption was between 2 and 3 pairs of garters per person 
per year. The executives of the Altamaha Garter Company 
deemed style a negligible consideration in the purchase of garters, 
the principal consideration being price. Altamaha garters were 
of excellent quality and, because of the expense of manufacture, 
could not compete satisfactorily on a price basis with brands of 
lower quality. 

The company employed about 20 salesmen. Those salesmen, 
all of whom were paid flat salaries, called on each of their cus- 
tomers three or four times a year. They took no orders for 
wholesalers’ accounts. The company sold to men’s wear whole- 
salers, wholesalers specializing in small wares, department stores, 
and large clothing and furnishings stores for men. Chain store 
companies did not constitute an important market for the com- 
pany’s products, nor did the company sell appreciable quantities 
to mail order firms. Approximately 4,000 customers bought from 
the Altamaha salesmen. 

The Altamaha Garter Company granted no quantity discounts 
but quoted three prices on each item, the price quoted to a cus- 
tomer depending upon the size and type of that customer’s busi- 
ness. The company’s prices to wholesalers, buying syndicates, 
and large metropolitan department stores were approximately 
20% below the list prices, that is, the prices which the com- 
pany expected wholesalers to quote to retailers. The company’s 
prices to other large department stores and to men’s furnishings 
stores which could be counted on for substantial sales were 15% 
lower than the suggested resale prices for wholesalers. All other 
retailers were expected to buy from wholesalers and could buy 
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directly only at the list prices. The company had national dis- 
tribution for its products. A gross was the common unit of sale 
and shipment. 

The company had advertised extensively in national mag- 
azines and trade papers and had done some advertising in news- 
papers and by posters. It was estimated that the total cost to 
the company of the premium advertising plan proposed by the 
Manufacturers’ Discount Coupon Company would be approxi- 
mately 3% of net sales, which would be materially less than the 
existing appropriation for periodical advertising. 

The contract proposed by the Manufacturers’ Discount Coupon 
Company provided that the Altamaha Garter Company should 
purchase coupons from that company at a discount from their 
redemption value. The coupon company purchased premiums at 
factory prices from manufacturers, printed the coupons, sold 
them to the manufacturers, who packed them with their own 
products, published a premium catalogue, advertising the prod- 
ucts with which coupons could be secured, and maintained pre- 
mium stores at which coupons could be redeemed for cash or for 
premiums. Any premium listed in the catalogue could be se- 
cured in exchange for a specified number of coupons with redemp- 
tion value equivalent to the ordinary retail price of the premium. 

According to the plan of the Manufacturers’ Discount Coupon 
Company, the redemption value of the coupons given with a pur- 
chase was to equal 10% of the amount of the purchase at retail 
prices; thus, a 50-cent pair of garters would carry coupons with 
redemption value of 5 cents, while a $50 suit of clothes would 
be accompanied by coupons worth $5. The discount which the 
Manufacturers’ Discount Coupon Company proposed to give the 
Altamaha Garter Company on purchases of coupons was 50% of 
their redemption value. Thus the Altamaha Garter Company 
could give a coupon worth 1o cents in redemption at a cost of 5 
cents to itself. The difference between the factory selling prices 
of the premiums and the selling prices of the coupons accrued to 
the Manufacturers’ Discount Coupon Company. An additional 
margin was assured the Manufacturers’ Discount Coupon Com- 
pany from the wastage of coupons which were not redeemed. 

In September, the Altamaha Garter Company decided to accept 
the proposal for the use of premium coupons with its men’s gar- 
ters. The plan was to become effective in January, 1915, and if 


ALTAMAHA GARTER COMANY 477 


successful was to be extended to include all styles of women’s and 
children’s garters. The company did not anticipate loss of pres- 
tige from use of the coupons, since other manufacturers of high- 
grade products also would be using them. The company pur- 
chased coupons and packed them in each package of men’s gar- 
ters; one 2)4-cent coupon was packed with each 25-cent pair, 
one 34-cent coupon with each 35-cent pair, and one 5-cent coupon 
with each 50-cent pair. In addition, 40 coupons with a redemp- 
tion value of 214 cents each were placed in each carton of 1 
dozen packages of garters for the retailer or his sales persons. 
The company purchased or contracted for its total estimated 
requirements of coupons for 1915. The coupons were coded so 
that a check could be made on the number offered for redemp- 
tion, even though a consumer redeemed coupons at one time which 
had been issued with products of a number of different manu- 
facturers. The agreement with the Manufacturers’ Discount 
Coupon Company provided for an audit of the results at the end 
of the first year and for a revision in discount rates if shown to 
be equitable to both parties. 

The Altamaha Garter Company made no change in its appro- 
priation for magazine and trade paper advertising. It expected, 
however, if the premium plan was successful, gradually to de- 
crease that appropriation. 

Salesmen left the factory of the Altamaha Garter Company 
in the middle of January with samples for the spring season. The 
company devoted a small space in each of its advertisements in 
trade papers and general magazines in December and January 
to announcements of the premium plan. The salesmen were 
enthusiastic about the plan and were convinced that it would 
meet with the approval of the retailers. The executives of the 
company anticipated some objections from conservative retailers 
but expected that such objections would be withdrawn when the 
retailers became familiar with the details of the plan. 

Protests to the plan, however, were made by several large 
metropolitan department stores immediately following the an- 
nouncement in trade papers. Several stores discontinued pur- 
chasing the Altamaha brand entirely. Scattering letters also were 
received soon after the announcement, voicing objection to the 
plan on the grounds that premiums never had been given on 
men’s furnishings; that premiums were undignified and cheapened 
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both the product and the retailers in the opinion of consumers; 
that the retailers did not desire to have their employees influenced 
to push Altamaha garters more than other articles for which 
premiums were not offered; and that the granting of premiums to 
sales people in the retail stores constituted a special inducement 
which tended to disrupt the retailers’ control of their sales forces. 

The company’s salesmen reported a distinctly unfavorable opin- 
ion among retailers and gradually lost confidence in the plan. 
Wholesalers also reported complaints which they had received 
from retailers. As opinion crystallized among retailers and ad- 
verse comments appeared in trade papers, more forcible opposi- 
tion developed. A number of retailers canceled their orders and 
refused to accept shipments; others returned cases in which 
coupons were included. Some retailers specifically ordered Alta- 
maha garters “without coupons.” Enough of these orders were 
received so that the management of the Altamaha Garter Com- 
pany authorized shipment of orders without coupons if so re- 
quested by customers. In many instances, both wholesalers and 
retailers refused to keep shipments containing coupons; they 
refused to remove the coupons themselves but were willing to 
accept reshipment of orders if the company had removed the 
coupons. Through their trade associations, furthermore, many of 
the retailers became actively interested in anti-premium legisla- 
tion. 

The adverse comment was sufficiently widespread to appear 
representative of the opinion of the trade, particularly as no 
opinions endorsing the plan were received. Approximately one- 
fourth of the company’s customers were actively opposed, and 
the balance were either mildly opposed or uninterested. Through- 
out 1915, the plan was officially in force, although by the early 
fall many customers of the company were receiving shipments 
with coupons omitted at their request. No signs were evident 
of a change in the customers’ attitude towards premiums; in fact, 
adverse opinion seemingly was solidifying. 

During the fall of r915, when plans for 1916 were under con- 
sideration, it seemed obvious that the premium plan had failed. 
Although sales did not appear to have been seriously affected, 
the rate of growth was such at this period as to offset the bulk 
of the loss of business attributable to the plan; the quantity of 
goods returned by wholesalers and retailers had increased sharply, 
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and it was evident that the goodwill of the dealers was seriously 
weakened. 

The executives deemed immediate discontinuance of the plan 
advisable. It seemed apparent that the failure of the plan was 
caused by conditions beyond the control of the Altamaha Garter 
Company and that the Manufacturers’ Discount Coupon Com- 
pany had failed accurately to evaluate the merchandising prac- 
tices of garment, clothing, and furnishings retailers. The Manu- 
facturers’ Discount Coupon Company released the Altamaha Gar- 
ter Company from its contract and redeemed all unissued cou- 
pons, extending full cooperation to the manufacturer in its change 
of plans. After the Altamaha Garter Company discontinued the 
premium plan, satisfactory relationships with retailers were grad- 
ually reestablished. 


CoMMENTARY: The object of this premium plan was twofold: (1) 
to influence consumers directly to purchase goods accompanied by the 
premium coupons; (2) to influence consumers indirectly by inducing 
sales people in retail stores to give preferential treatment to merchandise 
bearing the coupons. The chief weakness in the plan, so far as can 
be judged from the company’s experience, lay in the provision for 
granting premiums to sales persons employed in retail stores. If 
effective, that plan meant that the sales people would substitute Alta- 
maha garters, for example, for other brands called for. Thus a con- 
flict of interest would arise between the sales people and their customers. 
Such a conflict was not desirable from the standpoint of the proprietors 
and managers of the retail stores. The proprietors and managers were 
on firm ground in opposing that feature of the premium plan. 

Inasmuch as no enthusiasm was manifested in favor of the plan by 
any retailers, there is no indication that it was a strong inducement 
to consumers to purchase coupon-bearing goods. That indifference 
may have resulted from the nature of the product and the habits of 
consumers in buying garters, or it may have reflected the characteristics 
of the demand and buying motives of a particular class of consumers. 
At all events, the experience of the Altamaha Garter Company is one 
instance in which one method of premium advertising was not successful. 
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MANUFACTURER—HOUSEHOLD PRODUCTS 


SALES PRoMoTION—Premium Advertising Supplemented by Distribution of 
Coupons Redeemable in Products of Manufacturer. The company, which 
manufactured a group of household products with low unit value and 
with wide distribution in retail grocery stores, had adopted premium 
advertising as its chief form of sales promotion. This advertising plan, 
under which consumers, by saving a specified number of the coupons 
which were printed on the packages of the company’s products, could 
obtain any of a variety of articles offered as premiums, was deemed 
effective in holding patronage once secured, but not effective in securing 
new customers. As a means of inducing potential users to try its prod- 
ucts, the company decided to distribute redeemable coupons from house 
to house; the holder of one of these coupons could, by presenting it to a 
retail grocer and purchasing a specified product of the company, obtain 
free another specified product of the company. 


Canvassinc—Use of Redeemable Coupons as Alternative to Distribution of 
Samples. As a supplement to its premium advertising, the company, 
which manufactured household products with wide distribution in retail 
grocery stores, decided that the distribution from house to house of 
coupons redeemable in products of the company was more effective than 
the distribution of free samples. The company’s coupon plan provided 
that the holder of a coupon could, by purchasing from a retailer a speci- 
fied product of the company, obtain free another specified product. 
The executives were convinced that less waste was involved in this plan 
than in the use of free samples, and that the plan did not antagonize the 
retailers as did free sampling. 


Canvassinc—Measures Adopted to Avoid Antagonizing Retail Distributors 
in Manufacturer’s House-to-House Canvassing. The executives of the 
company, which manufactured a group of household products with wide 
distribution in retail grocery stores, were convinced that some form of 
house-to-house canvassing by the manufacturer was essential. It was 
important that the company’s canvassing should not antagonize the retail 
distributors. According to the plan adopted, the company distributed 
from house to house coupons which entitled the holders to obtain free 
from the retailers specified products of the company conditional upon 
the purchase of certain other of the company’s products. The company 
redeemed the coupons accepted by the retailers at the customary retail 
prices of the items given free to consumers, thus assuring the retailers 
their full gross margins. This plan avoided the objections which retail- 
ers had to the distribution of free samples by the manufacturer. 


(1926) 
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The Sarasota Company manufactured and distributed nation- 
ally to wholesale and retail grocers a group of six household prod- 
ucts for which a steady repeat demand might be expected from 
consumers. The Sarasota products customarily sold at retail 
for approximately 10 cents each. They encountered severe com- 
petition, not only from similar, nationally advertised articles of 
several other manufacturers, but also from similar products of a 
large number of manufacturers whose distribution was limited 
to comparatively small areas. The intensity of competition and 
the fact that the Sarasota products were of the type of merchan- 
dise which consumers expected to find in practically every retail 
grocery store made it necessary, in the opinion of Sarasota exec- 
utives, that those sales promotion methods should be adopted 
which gave the greatest assurance of appealing directly to con- 
sumers while at the same time not antagonizing retailers. 

The company at some time had used practically every form 
of sales promotion which was common in the distribution of 
grocery products. It had, for example, advertised in magazines 
and newspapers, used poster and street car card advertising, 
given premiums to consumers, distributed free samples from house 
to house, and given out coupons which were redeemable for prod- 
ucts of the company. 

By 1926 the company had adopted premium advertising as its 
principal method of sales promotion in preference to the use of 
newspapers and other publications. On each package of a Sara- 
sota product was a premium coupon which, in combination with 
a specified additional number of Sarasota premium coupons, could 
be used by a consumer to obtain a desired article listed in the 
company’s premium catalogue. It seemed necessary, however, 
to use supplementary methods of sales promotion in order to 
acquaint potential users with the products. The management was 
convinced that premium advertising was particularly effective in 
maintaining the goodwill of customers and insuring their con- 
tinued use of Sarasota products once they had become acquainted 
with them, but that the use of premiums alone was not effective 
in securing new customers. 

The quality of Sarasota products was believed by the manage- 
ment to be equal to that of any competing brands and superior 
to many; it was the company’s policy to maintain the factory 
standards of its products at the highest level consistent with the 
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customary retail price range for similar products. The quality 
of the products was stressed in the company’s advertising. In 
general, the prices of Sarasota products were slightly higher than 
those of competing products; in spite of this the management was 
convinced that, because of their quality, Sarasota products could 
meet competition successfully once consumers had been induced 
to try them. 

After extensive use of various methods of sales promotion, the 
company decided to supplement its premium advertising by the 
distribution from house to house of coupons for which consumers 
could obtain free from retail grocery stores certain products of 
the company upon purchasing certain other Sarasota products at 
the usual retail prices. The company assured retailers of their 
normal gross margins on the merchandise which they gave free 
to consumers by redeeming the coupons accepted by the retailers 
at the full retail prices of the merchandise given free to consumers. 

After the company had adopted the use of premiums as its 
basic advertising policy, newspaper and magazine advertising was 
deemed unnecessary. The company regarded the distribution 
of premiums to consumers as a return to the consumers of a part 
of its advertising appropriation in recognition of their continued 
use of its products. It looked upon premium advertising as a 
substitute for general publication advertising and was convinced 
that premium advertising was the more effective in holding pat- 
ronage once secured. The executives admitted that advertising 
in magazines and newspapers might get new customers for Sara- 
sota products, but were of the opinion that the cost of such 
advertising in addition to the use of premiums would be greatly 
in excess of the benefits obtained. General publication advertis- 
ing presumably would get wide recognition for Sarasota products, 
but there seemed to be no reason to expect that it would assure 
the immediate trial of Sarasota products by consumers who there- 
tofore had not used them. Accordingly, the company decided in 
general not to use newspaper and magazine advertising in promot- 
ing the sales of Sarasota products. 

The company had used street car cards extensively and bill- 
boards to a limited extent. Street car cards were deemed valu- 
able adjuncts to a campaign introducing Sarasota products in an 
undeveloped territory, but were believed, like newspaper and 
Magazine advertising, to be comparatively ineffective in securing 
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the actual trial of Sarasota products eae new consumers in par- 
tially developed territories. 

The executives were convinced that some form of house-to- 
house canvassing was essential to secure new customers. The 
company had used free samples extensively at various times. 
For free samples it was possible to use packages of the usual size, 
or special, small packages. Use of special-sized packages reduced 
the cost of sampling but might give consumers a misleading im- 
pression of the quantity which would be had in an ordinary pur- 
chase of the item. Both types of free samples had been used by 
the company. 

The two major groups of expense involved in the use of free 
samples or redeemable coupons which were distributed from 
house to house were the salaries and expenses of the canvassers 
who distributed them and the cost of the merchandise given as 
samples or in exchange for coupons. In free sampling the cost 
obviously was lower when packages of sample size were used than 
when packages of the standard size were used, but in any event 
the use of free samples involved a relatively large outlay for the 
merchandise distributed. The general sales manager stated that 
the continued use of a product by as many as 25% of the con- 
sumers receiving samples was unusual and that, therefore, the 
cost of 75% of the merchandise used in sampling was wasted. In 
canvassing with redeemable coupons, the company’s expense for 
merchandise was limited to that for the quantity given out in 
redemption of coupons. The cost of the merchandise used in 
redeeming canvassers’ coupons averaged approximately one-third 
more than the expense of distributing the coupons. The canvass- 
ing expense ordinarily was approximately the same whether cou- 
pons or samples were given out. It might be slightly less for 
coupons, because of the lighter physical burden of paper coupons 
as contrasted with actual samples of the products and the elim- 
ination of additional trips from headquarters to the canvassing 
territory to replenish canvassers’ stocks. On the other hand, some 
expense was incurred by the company’s salesmen in collecting the 
coupons which the grocers accepted from consumers. 

The general sales manager was of the opinion that the use of 
redeemable coupons was preferable to the use of free samples. 
He held that the distribution of free samples tended to lower 
the prestige which the company had built up for its products by 
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stressing their high quality in its sales promotion activities. Many 
women, he believed, were economical and would use willingly a 
coupon which permitted them to secure free, for trial, a standard- 
sized package of one of the company’s products upon the purchase 
of another with which they probably were familiar. A housewife 
who had presented a coupon for redemption and had paid to her 
grocer the required price for the one product would be more 
interested, the general sales manager was convinced, in observing 
the quality of the product which she obtained free and in com- 
paring it with competing products than she would if a free sam- 
ple had been left at her door without any effort or expense on her 
part, or if she had secured a free sample upon presentation of 
the coupon to her grocer. The coupon offer, moreover, served to 
interest her in two of the company’s products, whereas the cost 
of distributing free samples of two products at the same time 
would be prohibitive. The distribution of coupons, furthermore, 
provided a direct tie-in with the company’s premium plan, since 
the canvassers distributing coupons were expected, whenever 
possible, to explain the premium plan to housewives to whom they 
gave coupons. 

Although the general sales manager was convinced that the 
use of canvassers’ coupons was more effective than free sampling 
as a means of sales promotion, several of his district sales man- 
agers favored the use of free samples. One district sales man- 
ager had been desirous of promoting the sales of a new product 
in a city of approximately 200,000 population by means of free 
samples. In order to secure some gauge of the relative effective- 
ness of the two plans, the general sales manager had authorized 
the district sales manager to distribute free samples in approxi- 
mately one-half of the city and canvassers’ coupons in the other 
half. No records were kept of the number of samples distributed 
as compared with the number of coupons given out, but the gen- 
eral sales manager stated that, although the populations of the 
two sections of the city were approximately equal, the number and 
size of orders which were received subsequent to the campaign 
from the section in which canvassers’ coupons had been used were 
distinctly more favorable than those from the region where free 
samples had been distributed. This experiment convinced the 
district sales manager who had favored the distribution of free 
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samples that in general redeemable coupons were more effective 
than free samples. 

From the standpoint of maintaining the goodwill and cooper- 
ation of retailers, furthermore, the use of canvassers’ coupons 
seemed to the management to be distinctly superior to the distri- 
bution of free samples. Distribution of free samples was objected 
to by many retailers on the grounds that it reduced their poten- 
tial sales by supplying their customers free with what otherwise 
those customers might purchase. The possibility of future in- 
creases in sales was overshadowed, in the retailers’ minds, by the 
realization that for the present their market for the products sam- 
pled was thoroughly covered by the manufacturing company. 
When the company’s salesmen attempted to convince retailers 
that the distribution of samples should result in increased retail 
sales of the products in the near future and that the retailers 
therefore should prepare to meet an increased demand, the retail- 
ers generally replied that they would purchase stocks of the 
merchandise when they had tangible evidence of demand from 
their customers. It was apparent that no material increase in 
consumers’ demand for products of which samples were distrib- 
uted would develop until the samples had been used, whereas 
an immediate increase in demand could be expected to follow the 
distribution of coupons, since the coupons led consumers to pur- 
chase certain Sarasota products from retailers in order to obtain 
other Sarasota products free. Retailers, moreover, received their 
normal gross margins on the merchandise distributed free as well 
as on that sold. The use of canvassers’ coupons normally showed 
immediate effects in increased purchases of Sarasota products by 
retailers. 

By 1926 the use of redeemable coupons was firmly established 
as a sales promotion policy of the Sarasota Company. Canvassers 
worked under the immediate supervision of the salesman in whose 
territory the canvassing was done. By company rules not more 
than four canvassers were permitted in the crew of any salesman. 
In general, district sales managers were not allowed to have more 
than 1 salesman for each 300,000 of population; in densely pop- 
ulated metropolitan districts not more than 1 salesman to each 
400,000 of the population was permitted. These limitations upon 
the number of canvassers and salesmen were deemed by the gen- 
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eral sales manager to provide satisfactory checks against excessive 
use of canvassers’ coupons by district sales managers. 

The coupons which the company used ordinarily involved at 
least two of its products. The holder of a coupon, by presenting 
it to any retail grocer and purchasing a specified Sarasota product, 
could obtain free another specified Sarasota product. Since 1922 
the general policy had been to require the purchase of whichever 
product the company was particularly desirous of introducing 
and to give free one of the Sarasota products which already was 
fairly well known to consumers in the neighborhood in which the 
canvassing was done; this policy, however, was not rigid, and 
combination offers were arranged involving the use of practically 
any of the company’s products. Ordinarily, a product given free 
on one canvass was specified as the product to be purchased on 
the next canvass of the same territory, since by that time the 
product should have become familiar to consumers. A coupon 
offer sometimes provided for the purchase of one package of a 
specified product and free distribution of one package of either 
of two other products, at the consumer’s option. Similarly, the 
terms of the coupon offer might permit the purchase at the cus- 
tomer’s option of one package of either of two specified products 
to secure free a package of a certain other product. When large- 
sized packages of a product were to be introduced, it was the 
usual practice to offer free with the purchase of one large package 
of that product two standard-sized packages of some other prod- 
uct. In general, the retail value of the purchase was expected 
to be at least equal to that of the merchandise which was received 
free by the consumer. In 1926 the company made use of 20 dif- 
ferent coupon offers. 

The establishment of new coupon offers was under the juris- 
diction of the advertising manager, subject to the approval of the 
general sales manager. The sales organization of the company 
included a general sales manager, an assistant general sales man- 
ager, an advertising manager, and 15 district sales managers. 
The general sales manager assumed general responsibility for 
the execution of all sales and advertising policies. The adver- 
tising manager was directly responsible for the execution of 
advertising policies of the company and reported to the general 
sales manager. Territorial administration of both sales and 
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advertising policies was delegated by the general sales manager 
to the district sales managers. 

The general sales manager maintained firm control over general 
policies but preferred to allow his district sales managers to have 
charge of all details of the actual administration of those policies. 
Accordingly, the use of canvassing was left largely to the judg- 
ment of the district sales managers, subject to the limitations upon 
the number of salesmen and canvassers in a territory and to a 
provision that the district sales managers must select coupons 
from the assortment prepared by the advertising manager. In 
general, furthermore, it was expected that a district sales manager 
would not use a single coupon offer more than once in each year 
nor have any part of a territory canvassed oftener than twice a 
year. Special premiums were offered in each territory semi- 
annually and were widely displayed in the windows of retail gro- 
cery stores. In some instances, district sales managers had used 
the same coupon offer as many as four times during a single year. 
This was considered excessive by the general sales manager, since 
it caused an abnormally heavy cost for the particular product 
given free to consumers presenting the coupons for redemption. 

In 1925 the general sales manager had occasion to remind sev- 
eral of his district sales managers that they had used canvassing 
too extensively. To prevent recurrence of this condition, the 
advertising manager appointed one of his clerks to maintain a 
record showing for all cities with populations of 100,000 or more 
the code numbers and the quantity of coupons used by each 
district sales office in each quarter of the year. It was the duty 
of this clerk to report to the advertising manager any instance 
of overuse of a particular coupon. This check was considered 
preferable to a more arbitrary ruling by the general sales man- 
ager, since it permitted the consideration of each situation on 
its own merits and avoided breaking down the system of local 
administration of sales promotion policies. 

Whenever, in the judgment of a district sales manager, the 
sales of a particular product of the company would benefit from 
the use of redeemable coupons in a specific section of one of his 
salesmen’s territories, he used a canvassing crew, under the super- 
vision of the salesman, to distribute the coupons to consumers. 
Each coupon was coded to show the month and year of issue, the 
sales territory in which issued, the number of the canvasser 
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distributing it, and the usual retail price of the item offered free. 
On the coupons were printed an explanation of the procedure for 
consumers to follow in redeeming them and instructions directing 
retail grocers who accepted the coupons to hold them for redemp- 
tion by the Sarasota Company’s salesman on his next visit. 

In order not to antagonize retailers by its house-to-house can- 
vassing, the company redeemed all coupons which the retailers 
accepted from consumers at the retail prices indicated on the 
coupons. Those prices were the ones at which retailers ordinarily 
sold the merchandise, although some retailers asked slightly 
higher prices and some slightly lower prices. 

Salesmen were expected to inform both the retail and the whole- 
sale grocers in their territories when canvassing was to be inaug- 
urated and to make sure that those distributors had adequate 
stocks on hand to supply the demand for Sarasota products when 
coupons were presented by consumers. The Sarasota salesmen 
pointed out to the retailers and wholesalers that the distribution 
of the coupons from house to house should increase their sales 
of the company’s products. No price or other concessions were 
offered to induce distributors to purchase adequate stocks at such 
times. 

The company received its ordinary factory prices for the mer- 
chandise distributed through the use of canvassers’ coupons but 
paid to the retailers the full customary retail prices of the mer- 
chandise which the retailers distributed free according to the 
terms of the coupon offers. Thus, for the product which a con- 
sumer redeeming a coupon bought from him, the retailer received 
his usual price, allowing him his customary gross margin, at the 
time he accepted the coupon; for the product which he gave free 
in exchange for the coupon, he received when the company’s 
salesman next called the amount indicated by the coupon, which, 
if he was selling the product at the usual retail price, also al- 
lowed him his customary gross margin. 

City canvassing crews generally were composed entirely of 
women, many of whom had been employed by the company for 
several years. Some of the district sales managers, however, 
preferred to use casual crews recruited for a single job. One of 
the most successful districts, from the standpoint of low selling 
costs, was operated on this basis. Frequently, in outlying dis- 
tricts where it was impossible for canvassers to return to their 
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homes each night, junior salesmen distributed the coupons. A 
crew was composed of a captain, an assistant, and two other 
canvassers. Except in the outlying territories, the canvassers 
were permanent residents of the districts to which they were 
assigned and spent their entire working time there. Canvassing 
generally was conducted intensively in a comparatively small 
section of a territory at any given time. This permitted can- 
vassing crews to rotate from one section to another and thus 
provided them steady occupation. 

The canvassers started at the top floor of an apartment or 
tenement house and called at each door on the way down to the 
street floor, explaining the coupon offer and the merits of the 
products to the housewives with whom interviews could be ob- 
tained. When a doorbell was not answered, the canvasser slipped 
a coupon under the door. On a basis of special tests, the general 
sales manager estimated that approximately 40% of the coupons 
issued to consumers with whom interviews were secured were 
redeemed and that only 20% of the coupons left under doors 
were redeemed. No summary reports were compiled in the gen- 
eral sales office either of the number of coupons distributed or of 
the number redeemed. Canvassers’ expense statements were sent 
by the salesmen to the district headquarters and after approval 
by the district sales managers were forwarded to the main office; 
thus data were available if needed for special analysis. Each 
canvasser or other sales promotion employee filled out a daily 
report on a sheet shown here as Exhibit 1. These reports were 
sent to the salesman in charge of the territory and by him, the 
following day, to district headquarters. 

In each interview a canvasser was expected to introduce her- 
self as a representative of the Sarasota Company calling to explain 
the uses of its products and to give the housewife a coupon which, 
if presented to her grocer, would entitle her to a free package of 
one of the company’s products upon the purchase of another of 
the products. Canvassers were instructed in general to limit 
their talks to a discussion of the uses and merits of the products 
included in the coupon offer, since a general discussion of all 
the company’s products might be confusing. Canvassers also 
were expected to explain the premium plan of the company, espe- 
cially with regard to any special premium offer which was in 
effect at the time. If the consumer had not used Sarasota prod- 
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Exhibit 1. Daily report sheet for canvassers and other sales promotion 
employees of Sarasota Company 


ucts, the canvasser was expected, in addition to the product cou- 
pon, to give her a special introductory premium coupon which 
could be used with the premium coupons issued with Sarasota 
products to obtain various articles offered by the company as 
premiums. The company employed several instructors whose 
duty it was to travel periodically from one territory to another 
to instruct canvassers in the most effective methods of presenting 
both the product coupons and the premium coupons. 

As an experimental method of sales promotion, the company 
sometimes employed educated women, such as teachers and 
nurses, to call on housewives for the purpose of interesting them 
in some particular premium offered by the company’s premium 
department. These canvassers attempted to persuade the house- 
wives to save the premium coupons which appeared on the pack- 
ages of Sarasota products. If a housewife promised to save cou- 
pons for the premium, the canvasser gave her a form which, if 
used within six months, would permit her to obtain the premium 
for 10% less than the number of coupons ordinarily required for 
that premium. In some instances these special canvassers also 
gave out product coupons, but it generally was found that the 
premium discount form was sufficient to arouse the consumer’s 
interest in Sarasota products. Special canvassers working on this 
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basis were paid fixed salaries, but their promotions depended on 
the number of their discount forms which were redeemed. 

Whenever a canvass was to be undertaken in a section of a 
salesman’s territory, the salesman, with the approval of the dis- 
trict sales manager, requisitioned his anticipated requirements of 
coupons from the general sales office. Coupons on hand in the 
district sales offices were kept in locked files while awaiting dis- 
tribution. Coupons were given out each morning to the canvass- 
ing crews in sufficient quantities to supply the needs of that day 
only. Canvassers were expected to give one coupon to each 
person interviewed or to leave one coupon at each house or apart- 
ment. The general sales manager estimated that one canvasser 
could effectively distribute approximately 250 coupons a day in 
highly concentrated centers of population, but that 200 coupons 
or fewer would be a general average. In small country towns or 
residential suburbs where it was necessary for the canvasser to 
return to the sidewalk after each call, 100 coupons a day was 
considered a fair average and 125 coupons a maximum. 

The company had discovered some instances of attempts at 
fraudulent redemption of coupons by retailers. The executives 
were of the opinion, however, that the company was adequately 
protected against such attempts. Canvassers’ activities were 
closely supervised; it was a company rule that canvassers should 
not enter grocery stores while on duty; coupons were issued to 
canvassers daily in limited numbers; since each coupon bore the 
number of the canvasser distributing it, collusion between a can- 
vasser and a retailer would be evidenced by the presentation to 
the company for redemption of a disproportionate number of that 
canvasser’s coupons; and, in addition, the wear and tear shown 
by the coupons presented indicated whether they had been carried 
around by consumers and accepted one at a time by the retailer 
or had been received in a bunch. 

Although canvassing crew captains were expected to maintain 
careful supervision over their crews, district sales managers were 
required to check up on the canvassing activities by sending super- 
visors over the same territory after an interval of several weeks. 
A supervisor made about 50 selected calls ina day. He inquired 
from the housewives whether they had been called on by Sarasota 
representatives and ascertained what the housewives remembered 
of the canvassers’ exposition of Sarasota products. The super- 
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visors checked the work of each canvasser by this method of 
sampling and reported for the canvasser a score of “Excellent,” 
“Good,” “Fair,” or “Poor”; canvassers also were rated on their 
punctuality in reporting for work, and on their appearance, cour- 
tesy, and similar characteristics. If a canvasser received three 
“Excellent” monthly ratings in a year, she was given, in addition 
to the flat salary which she received, a bonus of $50; if three 
“Goods,” a bonus of $40; if three “Fairs,” a bonus of $25; but 
if she had three “Poor” reports, she was given no bonus and 
faced dismissal unless immediate improvement was evident. 
Supervisors were alternated in checking the canvassers’ work so 
as to reduce the possibility of injustice resulting from personal 
prejudice. 

In rural sections, where distances made difficult the effective 
use of canvassing crews, the company used a mail circularizing 
plan. The salesman in whose territory the circularizing was to 
be done obtained from retail grocers in the territory lists of their 
customers who should be circularized. The grocers entered the 
names upon a form prepared by the company for that purpose. 
On the form was stated the kind of coupons to be used. The 
grocer’s name and address was filled in at the bottom. Salesmen 
generally secured about 200 names from each retailer. The sales- 
men also obtained mailing lists of rural free delivery routes from 
postmasters. If the mailing was done from a list submitted by 
a retail grocer, his name was stamped on the coupons; if, however, 
a rural free delivery mailing list was used, the coupons were 
redeemable at any grocer’s. The coupons used might be the 
same as those utilized in the house-to-house canvassing, or they 
might be special ones offering one package of each of the com- 
pany’s six products for approximately 50% of the ordinary retail 
prices of the products. 

Accompanying each coupon mailed to a consumer was a special 
letter calling attention to the company’s reputation and stating 
that the consumer’s name had been furnished by her grocer. 
Redemption procedure for these coupons was similar to that for 
the coupons distributed by canvassers. The company in redeem- 
ing the coupons accepted by a grocer paid the grocer the differ- 
ence between the ordinary retail value of the merchandise and the 
amount which the grocer had received from his customers when 
accepting the coupons. 
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The salaries and expenses of canvassers amounted in 1925 to 
approximately 3% of total net sales; the cost of redemption of 
coupons for that year was approximately 4% of total net sales. 

The general sales manager was convinced that the use of can- 
vassers’ coupons offered an effective method of stimulating dis- 
tribution and procuring goodwill. In his opinion it enabled the 
company to exert a direct influence on consumers without at the 
same time antagonizing retailers, either by temporarily reducing 
their sales, as in the case of distribution of free samples, or by 
reducing their usual gross margin on the merchandise involved. 


ComMENTARY: The products which the Sarasota Company was 
manufacturing were articles of common use for which repeat demand 
from consumers was frequent. In each district every family was a 
potential customer, who bought either Sarasota products or competitive 
products at frequent intervals. This circumstance made it practical 
for the company to use intensive methods of sales promotion which 
would not have been economical for use by a company whose potential 
market was less dense or for whose products repeat sales to consumers 
were of infrequent occurrence. Inasmuch as the products were of a 
type which consumers already were using, furthermore, the company’s 
task in sales promotion was chiefly to secure for itself a larger share of 
the existing market, rather than to endeavor to expand the aggregate 
market for such products. 

The market was highly competitive, and in addition to the merits 
of the products themselves other means of protection were essential 
to guard against inroads by competitors on the company’s established 
patronage. For holding the patronage of users of its products, this 
company had found material bonuses in the form of premiums to be 
more effective than an appeal to other buying motives through maga- 
zine and newspaper space. 

In addition to holding the patronage already won, the company had 
the task of winning over an increasing number of consumers to the 
use of its products. This was a normal competitive situation for a 
familiar type of product of universal use for which the market was 
practically inexpansible. 

Inasmuch as this type of product already was in general use among 
consumers, it was necessary for the company to induce consumers 
using other brands to change an existing practice or to give up their 
allegiance to the other brands if they were to use the Sarasota products. 
Since consumers usually were not dissatisfied with the brands which 
they were using, an appreciation of the merits of the Sarasota brand 
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could be expected only by trial. A trial of the Sarasota products 
could be most certainly assured either by placing samples in the hands 
of the consumers or by offering them sufficient inducement to make a 
trial. The chief issue in this case, therefore, was whether to distribute 
free samples or to distribute redeemable coupons which induced the 
consumers to make purchases of certain of the company’s products in 
order to secure others free for trial. 

The evidence seems conclusive that the use of redeemable coupons 
under the circumstances cited in this case was more advantageous than 
the distribution of free samples. The use of redeemable coupons in- 
volved less wastage than the distribution of free samples, for there 
was greater assurance that the product would be tried when paid for 
or when secured by the purchase of another of the company’s products 
than when redeemed gratis. This is merely another example of the 
truth of the oft-repeated statement that people usually have greater 
appreciation of what they pay for than of what they receive free. The 
act of redeeming the coupon involved an initial break in the buying 
habits of consumers who previously had not bought the company’s 
products. By inducing the consumers to make that initial break, the 
company gained a strategic sales advantage which would not have 
been attained merely by having consumers use free samples. 

One of the elements of cost in the use of redeemable coupons was 
the payment by the company to retail grocers of the full retail price 
of the merchandise delivered free to consumers presenting the coupons. 
If free samples had been distributed, the company would have had to 
reckon on the cost of the samples as an item in sales promotion ex- 
pense. Under the plan of issuing redeemable coupons, the company 
incurred the cost of producing the merchandise given to consumers 
presenting coupons for redemption and in addition the amount of the 
retail grocer’s gross margin on that merchandise. The quantity of 
merchandise distributed free to coupon holders per 10,000 consumers 
was less, to be sure, than the quantity that would have been required 
for distributing free standard-sized samples to the same group of con- 
sumers, but the fact that that saving probably more than offset the 
expense incurred in paying the retail grocers their full margin should 
not be permitted to obscure the significant point of policy in reim- 
bursing the retail grocers at the retail price instead of at the whole- 
sale price. 

By paying the grocers the full retail price the company avoided 
incurring their antagonism. Since the aggregate market for this type 
of product was inexpansible, the increased use of Sarasota products 
in any city, either as a result of free sampling or of the distribution 
of coupons, meant a decrease in the use of products bearing competing 
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brands. Hence the retailers were correct in stating that their sales 
would be reduced by the distribution of free samples of this type of 
product. The use of redeemable coupons removed that ground for 
opposition to the company’s sales promotion plans. The methods used 
by the company also facilitated the sales of adequate stocks of Sarasota 
merchandise to the retailers in advance of the manifestation of the 
demand which was to be generated. Hence the danger of loss of sales 
because of lack of accessible stocks was minimized. 

This case, in conclusion, furnishes a good example of conditions 
under which the use of redeemable coupons is to be preferred to the 
distribution of free samples. It also provides a particularly valuable 
record of experience in managing the distribution of redeemable coupons. 


September, 1926 Me Us. 


Larco Company! 
MANUFACTURER—SOAP 


DIsTRIBUTION CHANNELS—Brokers Utilized in Preference to Own Sales 
Force. A company which manufactured hand soaps and cleaning prepa- 
rations, for use chiefly by mechanics, used food and grocery brokers in 
making a substantial proportion of its sales to grocery wholesalers and 
chain store grocery organizations. It was suggested that the company 
should expand its small sales force to replace the services of brokers in 
soliciting orders from wholesalers and chain store companies. The com- 
pany, however, decided to continue its relations with brokers, stating 
that, although large manufacturers with a variety of products apparently 
were finding it advantageous to establish their own sales forces, smaller 
manufacturers with limited lines of merchandise might find it expedient 
to continue to use brokers. 

(1926) 

Since its formation in r910, the Largo Company, which manu- 
factured mechanics’ hand soaps and cleaning preparations at its 
factory in the Middle West, had used food and grocery brokers 
extensively in selling its products to wholesale grocers and chain 
store companies. In 1926, however, the action of several large 
food and grocery manufacturers in consolidating and establishing 
their own sales forces for soliciting orders from wholesalers or 
directly from retailers raised the question whether the Largo 
Company should revise its general sales plan and establish its 
own sales force to replace brokers. 

The Largo Company had decided that its products should be 
sold through the same type of retail stores as were used for 
marketing household soaps. It had expected to secure a substan- 
tial proportion of its sales volume through retail grocery stores 
and, accordingly, had established connections with brokers to 
sell to both wholesale grocers and chain store grocery companies. 

The company at one time had placed its products on sale in 
garages, expecting in that way to reach the motorist trade; a 
careful check of the results for one year had indicated that the 
mechanics employed in the garages had used the bulk of the 
stocks of Largo products placed on sale there. The mechanical 
improvement in automobiles was deemed a factor in reducing 
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motorists’ demand for such products; this factor, combined with 
the tendency toward reduced storage space available for such 
supplies in automobiles, had led the company to discontinue its 
aggressive efforts to market its products among motorists. In the 
company’s opinion, the chief market for its products lay among 
mechanics. 

The Largo Company had advertised its products extensively, 
particularly in trade papers and by means of dealer helps, and a 
substantial demand for the products had been stimulated among 
customers of retail grocery stores; sales had increased gradually 
but steadily. 

In order to be able to make prompt deliveries to customers, the 
company maintained warehouse stocks in New York, Boston, 
Pittsburgh, Chicago, St. Louis, Detroit, and San Francisco. Ship- 
ments were made in car lots from the factory to these warehouses. 
The company held the view that the demand for its products 
among consumers was relatively unsusceptible to increase by sales 
pressure and that the products customarily experienced a com- 
paratively low rate of stock-turn in retail stores; the company 
wished to avoid the use of sales methods which would lead its cus- 
tomers to overbuy and preferred to fill orders with relative fre- 
quency rather than to have its customers overstocked. 

Because its products tended to show a low rate of stock-turn 
in retail stores, the company deemed it necessary to offer a wide 
gross margin to retailers. The principal product, sales of which 
constituted 80% of the total sales of the company, was sold in 
two sizes of packages. The large packages commonly were sold 
at 15 cents each in unit retail grocery stores and at 25 cents for 
two in chain stores; the wholesale list price for this size was ro 
cents. The small package usually was sold for 10 cents in unit 
stores and for 9 cents in chain stores; the wholesale list price was 
7¥2 cents. Thus in a unit store the gross margin on Largo cleaner 
was 33) 7% on sales of the large packages and 2 5% on sales of 
the small packages. The company had added a few other prod- 
ucts to its line primarily to reduce the unit costs of distribution, 
which previously had been carried by the principal product alone. 

Until 1924 the company had offered no quantity discounts to 
wholesalers and chain store companies. At that time, however, 





2 Bureau of Business Research, Harvard University, Bulletin No. 52, Operating 
Expenses in Retail Grocery Stores in 1924, p. 40. 
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in addition to the 15% trade discount and the 2% cash discount 
for payment within 10 days which it granted on all its products, 
the company offered wholesalers and chain store companies a 
discount of 3% from the list price less the trade discount on 
single purchases of 25 cases or more of its principal product; 
there were 36 15-cent packages in a case and 48 r1o-cent pack- 
ages. This additional discount did not apply to purchases of 
other than the company’s principal product. 

Although officially the 3% discount was offered as a quantity 
discount, the sales manager stated that in effect it was merely 
an increase in the trade discount, since there were few customers 
who ordered less than 25 cases of the principal product at a time. 

Wholesalers’ orders on the average were in 2 5-case lots; those 
wholesalers who had established a substantial market for Largo 
products usually ordered about once a month, while other whole- 
salers ordered only about once in six months. Single orders from 
customers so infrequently were for car lots that the company 
offered no special discount for such purchases. The company 
prepaid the freight to the wholesaler’s city on all orders totaling 
5 cases or more. 

In 1926 the company was using the services of 9o brokers. The 
company paid the brokers a commission of 5% for their ordinary 
services of soliciting orders from wholesale grocers and chain store 
companies. In some instances, however, the brokers employed 
missionary salesmen to call upon retailers, and on orders secured 
in that way the brokers’ commission was 10%. On approximately 
60% of the sales of its products made by brokers the company 
paid the 5% commission, while on the remaining 40% of the 
sales made by brokers the company paid the 10% commission. 
Brokers’ commissions were computed on the basis of the list prices 
to wholesalers less the trade discount and, in the case of the prin- 
cipal product, the quantity discount. With a few exceptions, each 
broker solicited orders for the products of several non-competing 
manufacturers. 

The maximum margins and commissions on a 1 5-cent package 
of the company’s principal product, for example, are shown on the 
opposite page. The company’s advertising expense commonly 
amounted to 8% of net sales after deduction of brokers’ commis- 
sions; to this expense had to be added that for the company’s own 
salesmen and the sales office executive and clerical expense. 
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Although the company depended principally on brokers to 
secure an adequate volume of sales, it employed some salesmen 
of its own. These salesmen worked independently in developing 
territories not covered by the brokers and also in conjunction with 
the brokers in introducing new products which the brokers had not 
sold previously. It frequently had seemed desirable for the com- 
pany to use its own salesmen for a year or more in a new territory 
in order to prove the sales possibilities of Largo products before 
establishing relations with brokers. The expense of such sales 
efforts, however, seldom was less than 15% of the amount of the 
orders secured. In 1926 the Largo Company was employing 20 
salesmen and was represented exclusively by its own salesmen in 
6 cities. Those salesmen were paid straight salaries. Sales made 
by the company’s salesmen in a broker’s territory were credited 
to the broker, and he was allowed his ordinary commission of 
5% on such sales. 

A broker usually called on wholesalers located in large cities 
once a week for the specific purpose of selling Largo products. 
He customarily mentioned the products, however, whenever he 
called on the wholesalers, which frequently was several times a 
week, inasmuch as he usually was obtaining orders for several 
manufacturers. Largo salesmen in new territories were expected 
to call upon wholesalers in metropolitan districts once in three 
weeks and upon other wholesalers about once in six weeks. 
Those salesmen also called upon a majority of the retailers in the 
new territories twice a year for the purpose of doing missionary 
work. 
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Some of the brokers regularly employed missionary salesmen 
to solicit orders from retailers for wholesalers’ accounts. Other 
brokers customarily employed missionary salesmen for special 
sales campaigns only; such procedure usually involved the use of 
missionary salesmen for a period of two or three weeks; during 
that time the salesmen solicited orders from retail grocers for the 
products of the manufacturers represented by the brokers. Al- 
though such free-lance missionary salesmen frequently served a 
number of brokers in the course of a year, their use was asserted 
to be distinctly advantageous because of the close personal con- 
tact which they maintained with individual retailers. The pos- 
sibility of such salesmen’s inducing retailers to overstock a 
particular item was not considered serious, because the salesmen 
commonly concentrated their efforts in a limited territory and, 
although they might not be used again for several months to 
solicit orders for that product, they presumably would call on 
the same retailers frequently with other products and therefore 
could not afford to incur the retailers’ ill will. The Largo Com- 
pany in general permitted brokers to use their own discretion 
in conducting missionary work on its products. A broker was 
deemed to be in an advantageous position to judge the probable 
value of the use of missionary salesmen; his close personal con- 
tacts in the territory enabled him to know when competitive sales 
efforts might be forestalled by a missionary campaign. 

The company allowed the additional 5% brokerage commission 
for either type of use of missionary salesmen by brokers upon 
receipt at the company’s offices of copies of missionary salesmen’s 
orders secured from retailers and accepted by wholesalers. When- 
ever sales were unsatisfactory in a given broker’s territory, the 
company placed one of its own salesmen in the territory to work 
with the broker for several months in developing sales of the 
products. The broker was not allowed the additional 5% com- 
mission on retailers’ orders secured by the company’s salesmen. 

The brokers secured orders for Largo products from wholesale 
grocers and in numerous instances from chain store systems and 
forwarded the orders to the nearest city at which the company 
had warehouse stocks. The brokers did not carry stocks nor did 
they make collections from the wholesalers or the chain store 
companies. Invoices were sent out from the company’s main 
office, and collections were made from there. As soon as a broker 
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had turned over an order to the company, his responsibility in the 
transaction ceased. 

In several instances the company had found it advisable to 
establish more intimate connections with brokers than those out- 
lined above; under such arrangements the brokers’ offices served 
in effect as sales branches of the company. In such instances, 
however, although the brokers concentrated their attention on 
Largo products, they maintained their own identity in their rela- 
tions with wholesalers. 

In 1926 approximately 50% of the company’s total distribu- 
tion was secured through retail grocery stores, including both unit 
and chain stores. Of the total sales to the grocery trade it was 
estimated that brokers made 50% without direct assistance from 
the company’s salesmen and that an additional 10% was credited 
to brokers for sales made in their territories by the company’s 
salesmen. Sales made directly to wholesale grocers and chain 
store organizations by the company’s salesmen amounted to 20% 
of the total sales to the grocery trade. The remaining 20% of 
sales to the grocery trade were made on mail orders, which were 
received principally from wholesale grocers who were located 
outside of brokers’ territories and who were not solicited directly. 

The sales manager of the Largo Company stated that although 
many brokers seemingly had failed to give adequate service to 
their principals, his own experience with brokers had been satis- 
factory in general. He recognized a distinct tendency for large 
companies manufacturing a wide variety of products to establish 
their own territorial sales organizations, but he deemed this no 
serious hindrance to the continuation of satisfactory relationships 
between the smaller manufacturers and brokers, especially when 
the manufacturers offered a relatively narrow range of products. 
Furthermore, as the brokers lost some of their larger accounts, 
the smaller accounts would be of more importance to them and 
consequently would receive more careful attention. 

Sales of Largo products were comparatively steady throughout 
the year. In 1925 the distribution of net sales by months had 
been as follows: 
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This regularity of sales was held by the sales manager to be a 
distinct inducement to brokers to give constant attention to 
Largo products, inasmuch as the sales of Largo products could 
be expected to provide them with a steady income. 

The Largo Company decided to continue its relationships with 
brokers for the immediate future and expected the sales of its 
products by grocery stores to show the same steady increase 
which had been experienced during the past few years. 


ComMENTARY: The decision of the Largo Company to continue the 
employment of brokers for selling its products to grocery wholesalers 
and chain store companies was warranted chiefly by the nature of the 
demand for the products. The comparatively small size of the com- 
pany’s business was not in itself sufficient reason for using brokers’ 
services, for numerous other companies with sales presumably no larger 
than the volume of the Largo Company were successful in selling their 
products directly to wholesalers or even directly to retailers. 

Several rather obvious advantages and disadvantages in the use of 
brokers’ services immediately suggest themselves. In so far as the 
company employed brokers for marketing its products, it was relieved 
of the burden of setting up and administering a sales organization. 
Since, moreover, each broker carried several noncompeting lines, his 
salesmen could call upon customers more frequently than could each 
manufacturer selling independently, and probably at less expense per 
line. 

On the other hand, the employment of brokers interposed another 
group of intermediaries between manufacturer and consumers. Even 
though the commissions paid to brokers were less than the expense that 
the company would have incurred for having the same service per- 
formed by its own salesmen, each additional step interposed in the 
marketing of the products increased the difficulty of carrying out a 
forceful marketing program. The interest of the brokers was diffused 
over several noncompeting lines of merchandise. The interest of each 
wholesaler to whom a broker sold Largo products was diffused over 
thousands of competing and noncompeting items, and each retailer’s 
interests were similarly diffused. To a retailer, therefore, the company 
which manufactured Largo products must have seemed impersonal and 
far-removed. These disadvantages to the employment of brokers fully 
balanced the advantages previously stated. In this particular instance, 
however, there were special circumstances which strengthened the case 
for the brokers. 

The chief market for the company’s product was among mechanics, 
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and the existence of a steady tepeat demand was evidenced by the 
regularity of the company’s sales from month to month. Since the 
Largo products were sold chiefly to mechanics, the potential volume 
of sales and, consequently, the density of distribution required varied 
from community to community in correspondence with differences in 
the number of mechanics in each. Thus in some localities there was 
a large potential demand; in others the demand was negligible. The 
company’s market necessarily was uneven in density of sales. The 
market also was inexpansible; that is, the company could not expect 
by vigorous sales efforts to extend its market by inducing persons other 
than mechanics to purchase appreciable quantities of Largo products 
regularly, in the localities in which the density of sales was low. The 
uncontrollable irregularities in sales density apparently rendered it 
impracticable for the company to carry out a general advertising pro- 
gram, such as was used by the Merritan Company,? which would have 
permitted the company to get its orders from wholesalers with a small 
number of salesmen. The Largo Company was in a position quite 
different from that of a company for whose products uniformly in- 
tensive distribution was attainable. Inasmuch as each broker was 
selling several lines of merchandise, the irregularity in the density of 
Largo sales did not constitute an embarrassing handicap to him. 


December, 1926 Marc. 





® See page 470. 


CHIPPEWA Company! 
MANUFACTURER—CONDIMENTS 


DISTRIBUTION CHANNELS—Selling to Wholesalers Rather Than Direct to 
Retailers. A company manufacturing high-grade condiments had re- 
stricted its sales to wholesalers and to a few manufacturers, refusing to 
sell directly to retailers. The company contemplated undertaking to 
increase its net sales by selling directly to chain store companies but 
decided that to do so would jeopardize sales to wholesalers. 


(1926) 


It was a policy of the Chippewa Company, which in 1926 had 
been manufacturing condiments of high quality for more than 
5° years, not to sell directly to retailers. The company sold to 
wholesalers and to a few manufacturers. Its sales territory 
included New England and New York State outside of New York 
City. In 1924 the company had contemplated selling directly to 
chain store companies but had decided to adhere to its estab- 
lished policy. In 1926 the question of direct selling to chain store 
companies again was raised. The company did not intend to 
extend its activities to new territories, but the executives recog- 
nized the desirability of intensive distribution in the territories 
in which the company did sell. 

The Chippewa Company manufactured approximately 50 prod- 
ucts, all of which bore its brand. Sales of four of the products, 
table sauce, catsup, mustard, and salad dressing, comprised the 
bulk of the company’s sales. Prepared mustard was a new prod- 
uct which the company intended to emphasize. 

The company sold to 355 wholesale firms, 325 of which were 
located in New England and 30 of which were located in New 
York. The company classed as a wholesaler any firm which pur- 
chased for resale to retailers. Some of the company’s wholesale 
customers had for their chief lines such products as bakers’ sup- 
plies or ship supplies and sold groceries to retailers as a minor 
activity. The company refused to manufacture goods for sale 
under wholesalers’ private brands, even when the wholesalers 
threatened to discontinue purchasing Chippewa products unless 
the company did so. 
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The Chippewa Company maintained a one-price policy, allow- 
ing its customers a discount of 15% off list prices, its suggested 
resale prices to retailers. The company granted no quantity dis- 
counts. The cash discount was 2% of net prices for payment 
within 10 days. The company prepaid freight. The sales man- 
ager estimated that at the rate of sales in 1926, each dollar of 
net sales represented 64 cents for manufacturing cost, 20 cents 
for overhead, 11 cents for selling expense, 1 cent for outward 
freight, and 4 cents for net profit. 

The company employed 11 missionary salesmen, who were resi- 
dent in their territories, to call upon retailers for the wholesalers’ 
accounts and to take orders from wholesalers. About 50% of the 
orders that the company received from wholesalers came by mail 
or by telephone directly from the wholesalers, and about 50% 
were sent in by the missionary salesmen. About 18% of the 
company’s total gross sales were made by officials in the central 
office, chiefly to small manufacturers of food products. The com- 
pany’s salesmen called on the wholesalers in their territories at 
least once a month and endeavored to see a majority of the 
retailers once in every two months. The company did not deter- 
mine what percentage of its wholesale orders were obtained from 
retailers by its missionary salesmen. It did not require whole- 
salers to place orders in addition to those secured by its mis- 
sionary salesmen, although it knew that some manufacturers 
who employed missionary salesmen to solicit retail orders to 
be filled by wholesalers did require additional orders from the 
wholesalers. 

The Chippewa Company did not give merchandise free with 
purchases of specified amounts, except occasionally when com- 
petitors instituted campaigns in which they offered such so-called 
free deals. With the exception of drop shipments to three chain 
store companies which purchased Chippewa products from whole- 
salers, the company made drop shipments to retailers only ona 
very small percentage of total gross sales and never except in 
the immediate vicinity of the wholesaler’s warehouse. The Chip- 
pewa Company made drop shipments to the main offices of the 
three chain store companies for their entire purchases. The total 
orders which the company shipped directly to those chain store 
companies in 1925 amounted to 5% of its total sales in that year. 
The company’s missionary salesmen did not call upon branch 
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managers of chain store companies but did solicit orders, to be 
filled by wholesalers, from the central buying offices of the three 
chain store companies. About 325 of the company’s 355 whole- 
sale customers took the cash discount ; the 3 wholesalers who sold 
to chain store companies invariably did. 

The three chain store companies which purchased the com- 
pany’s products from wholesalers were the only chain store com- 
panies which regularly carried the Chippewa brand. One chain 
store grocery company to which the Chippewa Company’s whole- 
salers did not sell carried the brand occasionally in several of its 
branches. The Chippewa Company did not know the source 
of that company’s purchases of Chippewa products. Each of the 
three chain store companies which regularly carried the Chippewa 
brand also carried its own brand of condiments. One chain store 
company which did not purchase the Chippewa brand owned a 
manufacturing plant and packaged condiments under its own 
brand. The executives of the Chippewa Company detected a 
growing tendency among grocery wholesalers and chain store gro- 
cery companies to substitute their private brands for manufac- 
turers’ brands on condiments as well as on other products. The 
executives were of the opinion that if this tendency continued it 
was likely to cause price to become the only selling appeal that the 
company could use. The company always had met competition, 
through its salesmen and local advertising, by emphasizing the 
high quality of its products and its long experience in the manu- 
facture of condiments. The three chain store companies to which 
it shipped directly had not cut the prices of Chippewa products 
seriously; other retailers seldom cut the prices at all. 

The company estimated that an average family of 5 consumed 
52 cents worth of condiments a month at retail prices. A typical 
wholesaler ordered approximately $100 worth of Chippewa prod- 
ucts every other week; the size of orders ranged from $25 each 
to $250 each. Orders of each of the three chain store companies 
which purchased Chippewa products from wholesalers ranged 
from $250 to $500 a week. 

The company paid its salesmen flat salaries without commis- 
sions or bonuses. All the salesmen used automobiles which were 
owned either by the salesmen or by the company. On cars 
owned by the company only upkeep and operating expenses were 
charged to salesmen’s expense. Depreciation and interest were 
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charged to overhead. When the salesmen used their own cars 
in the company’s service, they were paid 7 cents for each mile 
traveled. Salesmen’s salaries plus their expenses averaged about 
72% of their gross sales; a salesman’s gross sales were all orders 
shipped to wholesalers or directly to chain store companies in his 
territory. In selling expense were included salesmen’s salaries, 
salesmen’s expenses, and advertising. The highest ratio of a 
salesman’s expense and salary to his gross sales was 1 5.2% and 
the lowest ratio was 214%. 

The company’s advertising expense in the first part of 1926 
amounted to about 314% of gross sales. The company ordinarily 
confined its advertising to newspapers in its territory and to 
booklets. The booklets were enclosed with packages shipped to 
wholesalers; the wholesalers distributed the booklets to the retail- 
ers, who in turn distributed them with customers’ purchases. 
The company had experimented with radio advertising within 
its territory with varying success. When it offered a new book 
of bridge rules free, a reasonable number of requests for the 
book were received. When the company offered, at another radio 
trial, to send a 1o-cent package of its condiments free if re- 
quested by mail, only three replies were received. 

The company’s salesmen advocated selling directly to chain 
store companies, but agreed that such a change in the company’s 
policy might cause the company’s wholesale customers to turn to 
competitors. The company estimated that there were in New 
England approximately 5,300 branches of chain grocery store 
companies and approximately 22,000 unit grocery stores. Accord- 
ing to the Richey Data Service for 1924, there were 334 wholesale 
grocers in New England. The Chippewa Company had no confi- 
dence that its wholesale customers would continue to patronize 
it if they disapproved of its policies or could obtain an advan- 
tage by purchasing elsewhere. Many times its wholesale cus- 
tomers had bought products inferior to Chippewa products in 
order to gain slightly larger profits on sales to institutions con- 
tracting for large quantities. In one instance, a wholesaler, who 
had arranged to buy cooperatively for a group of retailers and 
who planned to sell many products under one private brand, had 
asked the Chippewa Company to manufacture goods bearing that 
private brand. This wholesaler was a regular purchaser of Chip- 
pewa products, but when the company, following its usual policy, 
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refused to manufacture for the private brand, its sales to the 
wholesaler decreased 50%. 

When cash-and-carry wholesale firms had sprung up in differ- 
ent parts of the company’s territory, the company had decided, 
in spite of protests from the service wholesalers, to sell to those 
cash-and-carry organizations at the same discount rate granted 
to other wholesalers. This policy had not resulted in permanent 
loss of sales to service wholesalers. The company had based its 
decision on its opinion that many so-called service wholesalers 
commonly did not give adequate delivery service. 

In 1924 the sales manager of the Chippewa Company had 
negotiated with several of the chain store companies which did 
not buy the Chippewa brand. On the basis of those negotiations 
and occasional conferences since that time with officials of those 
companies, he estimated in 1926 that, by selling to New England 
chain store companies directly, the company could increase its 
total net sales by about 4%. If every chain store company in 
New England bought the Chippewa brand, particularly those 
with New York City branches, there might be a further increase 
in net sales of 5%. To obtain the 4% increase the company 
would have to sell to three chain store companies in addition to 
the three to which it regularly had made direct shipments for 
wholesalers’ accounts. At least one of the Chippewa Company’s 
principal New England competitors had sold to chain store com- 
panies in 1925. The sales manager stated that if the company 
should find it necessary to allow a 20% discount off list prices 
on sales to chain store companies, such sales would bear some 
of the company’s overhead expenses but would not show a total 
net profit of more than a fraction of 1% of net sales. No ex- 
pansion of the company’s plant would be necessary. Sales of 
the Chippewa Company had increased 8% in value and 5% in 
number of packages in 1925 as compared with 1924. Although 
many of the sales to chain store companies might be made from 
the main office, the company anticipated increased salesmen’s 
expense and selling effort to get orders from chain store com- 
panies at the outset, and permanently increased salesmen’s ex- 
pense to maintain satisfactory relations with wholesalers after 
the change in policy. If the company sold directly to chain 
store companies, the resulting loss of sales to wholesalers might 
more than offset the sales to chain store companies. Eventually, 
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salesmen’s expenses probably would be slightly lower for sales 
to chain store companies than for sales to wholesalers. Outward 
freight on sales to chain store companies also would be slightly 
lower than on sales to wholesalers. 

After careful consideration, the executives of the Chippewa 
Company, in 1926, again decided to adhere to the company’s pol- 
icy of not selling directly to chain store companies. The exec- 
utives were convinced that to change this policy, which the com- 
pany had followed for so long, would reduce the total volume of 
Sales, even if the company sold at the same discount rate to 
chain store companies and to wholesalers. 


CoMMENTARY: The grounds on which the company based its deci- 
sion to continue to confine its sales to wholesalers can be summarized 
briefly as follows: Four-fifths of the retail grocery stores in New 
England, according to the company’s estimates, were unit stores served 
by wholesalers. Those stores constituted a major portion of the retail 
market, which it was not safe to jeopardize. The company’s products 
already were sold by three chain store firms which purchased from 
wholesalers. There is no evidence that the sales to those chain store 
companies would have been greater if the Chippewa Company had sold 
to them directly. To have disturbed the existing relationships between 
those companies and the wholesalers from whom they purchased prob- 
ably would have affronted the wholesalers. The company had capi- 
talized its practice of selling only to wholesalers and might have been 
looked upon as a hypocrite if it had changed its practice without an 
appreciable change in merchandising conditions having occurred. The 
company was prospering under existing conditions, and the estimated 
increase of 4% in its sales that would have resulted from selling di- 
rectly to chain store companies was less than its increase in sales in 
1925. 

Under these circumstances it hardly would have been wise for the 
company to change its established practice. It is doubtful, however, 
if the company would have been well advised in continuing to empha- 
size its practice as a ground for retaining the patronage of wholesalers. 
A substantial increase in the number of chain stores would constitute 
a market that could not safely be neglected. The chain store enter- 
prise has come to stay, and a manufacturer such as the Chippewa Com- 
pany needs to have intensive distribution of its products in as many 
retail grocery stores as possible, including chain stores, in order to 
attain the maximum volume of sales. It is to be noted, moreover, that 
the average order placed by the three chain store companies which were 
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selling Chippewa goods was larger than the average order placed by 
wholesalers. 

The efforts of wholesalers to supplant the manufacturer’s brands 
by their private brands does not indicate that the company’s practice 
of restricting sales to wholesalers was deeply appreciated. 

A chain store company operating a central warehouse had strong 
grounds for claiming the privilege of being classified as a wholesaler, 
and the experience of the Glencairn Company? indicates that a com- 
pany which had not sought to capitalize a tradition of selling only to 
wholesalers could accept orders from chain store companies without 
disrupting its market among wholesalers. 


May, 1926 M.T.C: 





-Glencairn Company, page 433. 


Homer Foop Company! 
MANUFACTURER—FOOD PRODUCT 


DistTRIBUTION CHANNELS—Use of Wholesalers Supplanted by Direct Sales to 
Retailers. Until 1920 the company, which manufactured a nationally 
advertised, semiperishable food product, sold only to wholesalers and 
chain store companies, although it employed missionary salesmen to 
solicit orders from retailers for wholesalers’ accounts. Because several 
wholesalers in the New England territory at that time threatened to 
discontinue purchasing the company’s product unless they were granted 
what the company deemed an excessive trade discount, the company 
decided to sell directly to retailers in that territory. After six years’ 
experience with the new plan, the company pronounced it more eco- 
nomical than the previous plan and more effective in increasing sales 
and in regulating retailers’ stocks so that deteriorated merchandise did 
not reach consumers. 

(1920-1926) 


The Homer Food Company had national distribution for its 
one product, a trade-marked food which it had manufactured and 
sold in package form for many years. The company had adver- 
tised extensively in newspapers and on street car posters. Its 
sales were comparatively small in the southern, middle western, 
and northwestern sections of the United States, but in the north- 
eastern part of the United States its product was stocked by a 
majority of the unit and chain retail grocery stores. 

Until 1920 the company sold only to grocery wholesalers and 
chain store grocery companies. In New England in 1920 it had 
250 active wholesale accounts, which it solicited with 10 mis- 
sionary salesmen. These missionary salesmen not only took 
orders from wholesalers but also obtained orders from retail gro- 
cers for designated wholesalers’ accounts. A missionary salesman 
called on each retailer in his territory about once in eight weeks. 
Selling terms to wholesale grocery firms were list prices less 10%, 
2% cash, net 30 days. Terms to chain store grocery companies 
also were list prices less 10%, 2% cash, net 30 days; if, however, 
a chain store company gave reasonable assurance of purchasing 
an approximate minimum of 40,000 pounds yearly, it was given 
terms of list prices less 10%, less 3%, 2% cash, net 30 days. 





1 Fictitious name. 
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These terms included freight or parcel post to destination. A 
large wholesaler occasionally purchased as much as 400 pounds 
of the company’s product a week, or 20,000 pounds a year. Each 
chain store company to which the Homer Food Company gave 
the extra 3% discount purchased an average of about 800 pounds 
per week, or approximately 40,000 pounds a year. Both the 
wholesale grocers and the chain store grocery companies usually 
placed orders with the company once a week. The company 
maintained a sales branch and a warehouse in the suburbs of 
Boston and could give 24-hour delivery to about 50% of the 
New England territory. 

Early in 1920 several of the company’s New England wholesale 
customers demanded 15% discount from list prices. They stated 
that if this discount were not granted they would discontinue 
carrying Homer food. The executives of the Homer Food Com- 
pany were convinced that they could not sell profitably on those 
terms. They thereupon announced that because of the threat 
of the wholesalers they would undertake to sell directly to retail- 
ers in New England at list prices less 2% for cash in 10 days, 
net 30 days, freight or parcel post prepaid. The executives also 
announced that the company would continue to fill, at the usual 
terms, any orders received from New England wholesalers, but 
stated that the time of the New England salesmen would be 
spent in soliciting retail orders to be filled directly. The company 
did not anticipate selling directly to retailers in other parts of the 
United States. 

List prices were the prices at which the company advised and 
expected wholesalers to sell to retailers. In 1920 list prices less 
10% allowed the wholesalers a gross margin of 3.7 cents a pound 
and allowed the retailers, if they resold at the company’s sug- 
gested retail prices, a gross margin of about 16%. The company 
packaged its product in half-pound and pound packages. It was 
the company’s desire that consumers should be encouraged to buy 
in the one-pound size. In July, 1925, the list price for a one- 
pound package was increased from 37 cents to 42 cents and the 
suggested retail price was increased proportionately from 44 cents 
to 50 cents. At that time the retail price of a half-pound package 
was 25 cents. ‘These prices allowed the retailers a gross margin 
of 16%. 

The company met keen competition from the brands of other 
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manufacturers. Since the company’s product was not one of 
universal use for which there was a spontaneous demand, it was 
necessary for the company to create a desire on the part of the 
public to use the article and to favor the Homer brand. The sales 
manager estimated roughly that an average grocery retailer sold 
about 200 pounds of the Homer brand and competing brands 
every two months. Since the company’s product was subject to 
deterioration, it was detrimental to the reputation of the brand 
to overstock the retailers. The Homer Food Company accepted 
at list prices from retailers any packages of Homer food that 
showed signs of deterioration. The date of packaging was 
printed plainly on each case in which Homer food was packed. 
A code figure indicating a date corresponding to the date on the 
case appeared on each package also, so that a wholesaler or 
retailer need never be in doubt as to the age of his stock. 

Prior to 1920 the wholesalers had not been successful in in- 
<reasing the proportion of one-pound packages sold to their total 
sales. The wholesalers, moreover, had not examined retailers’ 
stocks regularly or encouraged retailers to display prominently 
the posters with which the manufacturer supplied them. The 
wholesalers also frequently had cut the list prices to retailers. 

In 1920 the company had about roo salesmen selling to whole- 
salers throughout the United States and also soliciting orders from 
retailers for wholesalers’ accounts. The executives of the com- 
pany estimated that approximately one-half the total orders which 
the company received from wholesalers had been secured for the 
wholesalers by the company’s salesmen. The proportion of orders 
secured in that way varied widely in different territories and was 
not known exactly. 

In 1926 the company with its six years’ experience in selling 
directly in New England was satisfied that for that territory 
direct selling was a sound policy. In 1926 the company had 
more than 20,000 retail customers, most of whom were retail 
grocers but some of whom operated delicatessens and restaurants. 

When it began to sell directly in New England, the company 
had anticipated difficulties in collecting the increased number of 
small accounts and a heavy increase in clerical and collection 
expense. In January, 1920, 14 salesmen and 2 supervisors had 
been added to the force of 10 salesmen then selling in New Eng- 
land. The 14 new salesmen were almost all experienced Homer 
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Food Company salesmen transferred from other territories or else 
men who had sold other food products to wholesalers. None of 
those men ever had made collections as a regular part of their 
duties, and none in 1920 were enthusiastic at the prospect of 
becoming both salesmen and collectors. However, in 1926 on 
over 20,000 retail accounts the losses from bad debts did not 
exceed 1/7 of 1%. ‘The salesmen had collected in each of the 
6 years from 1920 to 1925 inclusive more than 75% of their 
direct sales other than sales to chain store companies. Those 
companies usually made payments directly to the Boston branch. 
In June, 1926, the company did not have more than 200 active 
retail accounts over 60 days old. The turnover in sales force had 
been negligible. 

The salesmen were instructed to sell to any retailer once, re- 
gardless of his credit position. An initial order was not to be 
for an excessive quantity but must be for at least six pounds, 
since that was the smallest quantity that the company would 
ship. The company wished to get at least a minimum stock on 
every retail grocer’s shelves regardless of his credit position or 
the standing of his store. Even if the grocer paid the company 
nothing for the order, it was reckoned that the advantage of 
having that quantity of Homer Food on display for 30 days was 
worth the loss. 

Ordinarily, a second shipment was not made to a retailer who 
had not paid his bill on the salesman’s first trip for collection, 
which was usually 30 days after shipment. The salesman might 
take the retailer’s order, but it was not to be filled until the 
previous bill had been paid. This policy usually was adhered 
to strictly; under special circumstances, however, the rule might 
be waived at a salesman’s request. In 1925 the 24 salesmen each 
week spent, on an average, slightly more than one-eighth of their 
total working time making collections. 

Each salesman was provided with an automobile by the com- 
pany and was required to report every automobile expenditure, 
substantiated by vouchers, and also speedometer readings of miles 
traveled for the day reported. In 1925 for the 24 salesmen the 
average automobile expense, including depreciation and interest 
on the investment, amounted to 6.6 cents a mile. 

The salesmen worked 5% days a week. Saturday morning was 
considered as suitable as any other time for making sales calls. 


“suoT~aT[OI ATlep Oy WO Jodor sueUUsa[eEg 31 JqIYX| 


“queysoduyy AJOA S} UOH}IeYGns pue UONIppe 
WELD “edyJo ayy Aq payloads sazep UO ATLdINOYd SAONVLLINGY GNSS 


eo ee HH 


u01799);09 s490Y49 eoUeMO} IY 
JO yunowy jon 


Pe}s0q 978g 
Aq poysog 
“ON W9US 


Peyonpeg s} Bao (a|GQ!Issod UY 
qunoosig e10jog poo SSO1PPe J99J}S BAIN) 
U01}99}]09 yo “wy jo 978Q sseuppy 8,49WU0}SND 


yunoosig 
yseg 


( 49949 S,z91yseg 
(| 49piQ Aouow; yoday jo 933e¢qQ ————______ uBwseyes 
puey uo yseg 
eouR|eg Yyseg snoinargy 
AeQ 40} eourjeg yseg 
$4994 yonNpeg 
P2}99/]0D JuNOWY Jory 


pesojouz 


"SSVI “NOLSO@ ‘HONVHS NOLSO@ ‘ANVdINOD GOO 4Y3INOH 
SNO1IL931109 


QyBIN Yyoeg 29430 0} UF [eWW) 





516 HARVARD BUSINESS REPORTS 


DAILY REPORT OF AMPORTANT 


This form must be mailed evory evening 
Salesman 











This Roport Mailed 
Names and Addresses of Prospects “Not Stocking”—Give Reasons 


No. Through Wholesaler Orders. 
Return Food Vouchers 
Orders for Signs 

Names and Addresses of Customers “Not In” —Whose Stock Is Low 


Week of 


Terntory Next Monday 











Mailing Addresses for Next Wook 
Total Speedometer Reading —_ = . Miles Today —_____ nepect chapees by Wiro 
it Necessary 





Towns or Cities Visited roan Pounds 
or Section of City Son ee 


Monday 


Tuesday 


Wednesday 


Thursday 


Saturday 





Exhibit 2: Salesman’s report form for daily sales activities, 


The salesmen were paid weekly salaries and, if the company saw 
fit, a bonus at the end of the year. Each salesman was given two 
weeks’ vacation each year with full pay. With the 24 salesmen 
the company covered every city, town, and village in New Eng- 
land. Ordinarily, a salesman called upon each retailer in his 
territory once every four or five weeks. The sales manager esti- 
mated that for the type of food product that the Homer Food 
Company manufactured the average rate of stock-turn in retail 
stores was Io times a year. The salesmen made daily reports of 
collections on a form such as is shown as Exhibit 1. They also 
reported sales each day. The form used for that report is shown 
as Exhibit 2. With his report of sales for the day the salesman 
enclosed reports of individual orders taken that day. The data 
concerning each order were entered on a separate sheet, shown 
here as Exhibit 3. The sheets used for wholesale orders were blue 
and those used for retail orders were white. The salesman usually 
made the required entries on these sheets in the evening from in- 
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This order sold subject to acceptance by Homer Food Company, 
Boston Branch, Boston, Mass. 


HOMER FOOD COMPANY 


Boston Order No. neemnee 


Sold to i Billed — 
Street and No. ee eee, Ba oe 2 Sees Extended —__ 


City and State Checked 


Territory No. Stock 


Salesian ee ee Ledger Folio 


Shipped by 


All orders for future delivery are taken subject to price in effect at 
date of shipment 





Exhibit 3: Salesman’s order report form. 


formation contained in his pocket order book, a blank page of 
which is reproduced as Exhibit 4. When a salesman accepted 
any Homer food which a customer wished to return, he filled out 
and sent in with his daily reports forms shown as Exhibits 5 and 6. 

Salesmen were required to enclose checks received during the 
day with their daily collection reports, but were to remit for cash 
collected only twice a week. Remittances for cash collected were 
made by post office money order or cashier’s check. The sales- 
men were not allowed to deposit cash collected to their own 
accounts and remit with their own checks. This rule made it 
impossible for funds belonging to the company to be attached 
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This order sold subject to acceptance by Homer Food Company 
Boston Branch, Boston, Mass. 


Order No. 
Messrs. 
Ship to 


Address 


HOMER FOOD COMPANY BOSTON BRANCH, BOSTON, MASS. 


a s 
No. of Cases Quantity Price 


Ail orders for future delivery are taken subject to price in effect 
at date of shipment 


Signature of Buyer 


Signature of Salesman 





Exhibit 4: Page from salesman’s pocket order book. 


by a salesman’s creditors. Each salesman was bonded for $3,000. 

From the salesmen’s daily reports of sales activities and collec- 
tions (Exhibits 1 and 2) a weekly activity report was prepared 
each week at the Boston branch for each salesman. The form 
used for this report is shown as Exhibit 7. 

In 1926 the company had 35 active wholesale accounts on its 
books for New England. Twenty-eight per cent of total sales 
in New England were made to those 35 wholesalers, 27% were 
made to chain store grocery companies, and 4 5% were made to 
unit grocery stores and delicatessen stores. The executives esti- 
mated that approximately one-half the merchandise sold to the 
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Salesman Date 












THERE HAS BEEN TAKEN FROM 


Name 







Street 


City 







Packages of Homer Food as follows: 


Fill in NUMBER OF PACKAGES 





For which | have received payment from the 
HOMER FOOD COMPANY, the sum of 









Dollars Cents 






To be signed by Customer 






Exhibit 5: Report form for returned goods. 


wholesalers was resold by them to retailers who were situated in 
such remote locations or were such poor credit risks that the 
company had found from previous experience that it could not 
afford the time necessary to sell to and collect from them. It 
was the company’s opinion that in order to stay in business such 
retailers at least would pay the wholesalers from whom they 
bought a majority of their goods. The wholesalers resold the 
other half of the merchandise which they purchased from the 
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RETURNED FROM 


Name 
Street 
City 


Packages of Homer Food as follows: 


Fill in NUMBER of PACKAGES 


1 Ib. 
% Ib. 


Reason for 
Returning 


Instructions 
for Office 


To Be Signed 
by Salesman 





Exhibit 6: Report form for returned goods. 
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company to retailers who for some reason preferred to purchase 
through the accustomed wholesale channels, to retailers for fill-in 
orders at periods between visits of the Homer Food Company’s 
salesmen, or to other wholesalers. Although in 1920 the salesmen 
had discontinued calling on wholesalers or taking orders for their 
accounts, certain wholesalers had continued to purchase from the 
company and by 1926, in accordance with their request, the sales- 
men were calling on the 35 wholesalers when convenient. 

The Homer Food Company had a sign which it endeavored to 
have placed in a conspicuous position in every retail store which 
sold Homer food. It was part of a salesman’s duty to see that 
this sign was advantageously displayed in the stores. Other duties 
of the salesmen were to see that every retailer had at least a 
minimum quantity of Homer food on hand, to take back for 
exchange or refund any unsightly or deteriorated packages of 
Homer food on retailers’ shelves, and to learn about all local fairs 
at which the company might in some way advertise its product. 
Salesmen and the sales supervisors were expected to report all 
significant facts that they observed concerning sales of the com- 
pany’s product, competitors’ progress, and competitive innova- 
tions, and to suggest means to help the company increase its 
prestige in the competitive market. 

The general sales manager of the company emphasized the im- 
portance of a large number of calls by salesmen per day. He 
maintained that in a closely settled district such as Boston a 
retail salesman should make from 60 to 70 calls a day and that 
1 sale in every 4 calls was a reasonable average. At every call 
the salesman was to determine the retailer’s stock, to make a col- 
lection if necessary, to pick up any soiled packages, to see that 
the product and the sign were conspicuously placed, and to speak 
with the buyer if only for a minute. The two sales supervisors 
visited the territory between salesmen’s calls. They took any 
orders given them, but their chief duty in traveling over the terri- 
tory was to ascertain whether the salesmen’s daily reports were 
accurate. The supervisors did not solicit complaints concerning 
the salesmen but listened to any that were made. The sales man- 
ager was convinced that his two supervisors were not regarded 
as spies by the retailers. A summary of the salesmen’s activities 
in 1925 is given in Exhibit 8. 

Although the company’s salesmen did not sell directly to man- 
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EXHIBIT 8 


AcTIvity REPORT OF THE 24 New ENGLAND SALESMEN oF HoMmER 
Foop CoMPaNy FoR 1925 


SsSsssmmmmma9$ssS 


PER Man 








Per Per 
Week Day 


Average number of regular calls* ...........c0cccc000--. 268 49 
Average momber of back callsh). 066 .c5 - eu ciadeseaec cc, 36 7 
mvetace number ot all calls, the ee 304 56 
mverasenutnbehol sales WN... Aree 69 12.5 
Average number of pounds of TO CIUGtRSO] Cla eee 1,331 242 
Average number of collections made ..................... 35 Io 
Average number of miles traveled by auto................ 266 48 


*The 24 men covered every city, town, and village in New England regularly. The average 
time for a circuit of a territory was four weeks. 

7Back calls were calls made for collection purposes. 
agers of the stores operated by chain store companies, they were 
expected to call at about five chain store branches a day for a 
week at intervals of about six weeks. The purpose of these calls 
was to see if a sufficient stock of Homer food was on hand and 
conspicuously placed. 

The average salary of the 24 salesmen was about $42 a week. 
In 1925 the total average sales per salesman were 66,550 pounds, 
which at list prices represented a gross value of $27,951. The 
average unit sale was for 19.3 pounds. Including salaries, auto- 
mobile expense, and food and lodging, the average salesman’s ex- 
pense amounted to slightly more than 5 cents per pound sold. The 
company allowed wholesalers a gross margin of 4.2 cents a pound. 
If the wholesalers’ request for a 1 5% discount had been granted, 
the wholesalers’ gross margin would have amounted to 6.3 cents 
a pound. In addition to the discount allowed wholesalers, the 
company incurred a selling expense on sales to wholesalers of 4.5 
cents a pound. Direct selling, therefore, was cheaper than the old 
plan, and in addition the popularity of the company was enhanced 
by the additional services which the salesmen rendered. 

Yearly increases in the company’s sales in the New England 
territory were as follows: 

1919, 246,000 pounds over 1918 
1920, 386,000 pounds over 1919 


1921, 450,000 pounds over 1920 
1922, 360,000 pounds over 1921 





524 HARVARD BUSINESS REPORTS 


1923, 640,000 pounds over 1922 
1924, 376,000 pounds over 1923 
1925, 120,000 pounds over 1924 


The price change of July, 1925, was the cause of the smaller 
increase in sales for that year. Sales for 1926, judged from the 
first six months of that year, promised to show a substantial 
increase over 1925. Advertising expenditures in 1925 were ap- 
proximately the same percentage of net sales as they were in 
1920. 

The executives of the company stated that direct selling in 
New England had proved conclusively to be more economical 
than the previous method of selling to wholesalers. Under direct 
selling the company’s product had been advertised effectively to 
retailers and sales had increased. The company’s salesmen had 
been successful in increasing the proportion of sales in pound 
packages to total sales. The retailers received their goods more 
promptly and in better condition than they had when purchasing 
from wholesalers. The general manager stated that the com- 
pany’s experience showed that a manufacturer of a branded food 
specialty could sell successfully to the retail grocery trade in New 
England provided a demand had been created before the direct 
selling was inaugurated. In the sales manager’s opinion, a large 
number of calls per day was the most important single factor in 
direct selling by manufacturers whose products were subject to 
deterioration so as to make large unit sales to retailers impracti- 
cable. The activity report for 1925 (Exhibit 8) indicated that 
the average call, if salesmen worked eight hours a day, was not 
longer than four to five minutes, if four minutes was assumed to 
be the time taken between calls. The sales manager stated that 
the company’s salesmen had established a reputation of being 
non-waiters and non-wasters of time, and because of this usually 
secured promptly the short interview desired. 


COMMENTARY: ‘The Homer Food Company’s decision to sell its 
product directly to retailers in New England was precipitated by the 
demand from wholesalers for an increase in the trade discount which 
the company allowed them. Inasmuch as the company’s plan operated 
successfully, it is not fitting that the wisdom of that decision should 
be questioned. The problem rather is to ascertain, if the available 
evidence permits, what the reasons were for that success. 
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The company adopted a method of selling which ordinarily has been 
deemed impracticable under the conditions that obtained. The unit 
purchases of the product by retailers were small. The retailers in whose 
stores the article was sold were numerous, scattered over the entire 
market area, and not predominantly good credit risks. It was necessary 
that these retailers should be visited frequently. It generally has been 
believed that under such circumstances the cost of direct selling would 
be prohibitive. Nevertheless, the company’s selling expense under the 
new plan not only was less than the 15% discount demanded by the 
wholesalers, but it was less than the sum of the company’s selling ex- 
pense under the old plan and the 10% discount to wholesalers. 

In accounting for the company’s success in direct selling, the first 
point of significance is that the company had deemed it necessary to 
employ missionary salesmen not only to introduce the product to new 
retailers, as in the Chickamauga Company’s case,” but to solicit routine 
orders continually from retailers to be filled by wholesalers. The whole- 
salers had received the regular 10% discount on those orders although 
the company had borne the expense of obtaining them. Hence, on 
the volume of orders which previously had been turned over to the 
wholesalers, the only additional burdens assumed by the company when 
it filled the orders directly were the cost of credit and collections and 
a somewhat heavier shipping expense, while the 10% commission was 
saved to the company. 

Other reasons for the success of the direct sales plan in this instance 
were the active demand from consumers for the well-known product, 
the frequency of the repeat demand, the greater effectiveness of the 
company’s sales force in distributing signs and arranging for display 
of the merchandise in retail stores, the safeguarding of the quality of 
the semiperishable product, and the standards which were established 
for a large number of calls per day by each salesman. 

The advantages of direct sale in marketing a semiperishable product 
were pointed out in the National Biscuit Company case.* The fewer 
the hands that the product passes through, the shorter is the time in- 
terval before it reaches the consumer, and, therefore, the less the danger 
of deterioration. The scheme for having the salesmen make such a 
large number of calls per day was a bold innovation that merits serious 
study by other manufacturers. Without this scheme the direct sales 
plan probably would have resulted in a heavy selling expense to the 
company when it dispensed with the services of the wholesalers. The 
small losses from bad debts and the facility of the salesmen in making 
collections also are facts of surprising import. 

The experience of the Homer Food Company, to my mind, indicates 





2See pages 450-453. 33 H.B.R. 414. 
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that when a manufacturer finds it necessary to employ missionary sales- 
men to call on retailers frequently to secure routine orders, then the 
company may as well take over the entire wholesale function and retain 
for itself the margin previously allowed to wholesalers. 


October, 1926 MeToC: 


CHESTER Company! 
MANUFACTURER—SHOE DRESSINGS 


Trave-Marxs—Production by Manufacturer for Sale Under Blanket Trade- 
Mark of Selling Company. A company which manufactured a complete 
line of pastes and liquid dressings for shoes sold its products under one 
advertised and two unadvertised trade-marks. About 75% of its sales 
were made directly to shoe retailers and the other 2 5% to shoe findings 
wholesalers. A selling company which was being organized to sell a 
complete line of shoe findings, to be produced by various manufacturers 
under a blanket trade-mark, asked the company to manufacture its prod- 
ucts for sale under the blanket trade-mark. In spite of the fact that the 
new line would compete with the products sold under its established 
trade-marks, the company decided to accept the proposal, which would 
enable it to secure distribution among an increased number of whole- 
salers and also to obtain an unusually wide gross margin on the sales 
made through the selling company. 


(1925) 


Early in 1925 the Chester Company, which manufactured a 
complete line of pastes and liquid dressings for shoes, was asked 
by a newly organized sales company to produce shoe dressings 
and pastes for sale under a blanket trade-mark which that com- 
pany planned to develop for a full line of shoe findings. 

At that time the Chester Company was selling its products, 
which included more than 120 items, under one advertised and 
two unadvertised trade-marks. Under the advertised trade-mark, 
the Lady Dainty, the company sold liquid dressings for women’s 
shoes. Lady Dainty dressings retailed for 50 cents a package. 
Those dressings were duplicated in a reliable but somewhat lower 
grade and in smaller packages under the company’s unadvertised 
Sparklet trade-mark. The Sparklet line was complete and all 
items in it sold at retail for 25 cents a package. The shoe pastes 
which the company sold under the unadvertised Glos-Shine trade- 
mark also retailed at 25 cents a package. 

During the 40 years that it had been in operation, the Chester 
Company had attained national distribution for its products. 
Approximately 75% of its sales were made directly to shoe re- 
tailers, and approximately 25% were made to shoe findings whole- 





1 Fictitious name. 
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salers. The wholesalers to whom the company sold were com- 
paratively small in most instances. In 1925 the company was 
employing 25 salesmen, two of whom it paid on a commission 
basis and the remainder of whom it paid by straight salaries. The 
average sales expense for the company as a whole, exclusive of 
advertising, was 25% of net sales, and each salesman paid on a 
salary basis was expected to make sufficient sales to keep his 
expense percentage within this average. The company’s sales in 
1924 amounted to $540,000 and were divided about equally be- 
tween the advertised Lady Dainty goods and the unadvertised 
goods. 

Beginning in 1922, the Chester Company had spent each year 
an amount approximately equal to 5% of sales for magazine ad- 
vertising and dealer helps for the Lady Dainty dressings. Each 
spring and autumn, the company had advertised those dressings 
in Vogue, the Pictorial Review, the Delineator, Photoplay, and 
Good Housekeeping. The size of the insertions had varied with 
the magazines used. In Good Housekeeping, the Delineator, and 
the Pictorial Review, the company had used approximately four 
column inches, whereas during each season it had taken in Vogue 
one half-page and two quarter-pages, and, in Photoplay, either 
seven column inches or a half-page. 

The advertisements of Lady Dainty dressings were illustrated 
attractively. A quarter-page insertion in Vogue, for instance, 
showed a beach scene. The copy used with this illustration was 
as follows: 

THE Lure or WHITE FOOTWEAR 


Wherever the summer sun is shining and the out-of-doors calls 
you, dainty shoes of spotless white are exquisite accessories to a 
charming costume. 


It is natural that you will use Lady Dainty Kid White to keep 
them snowy white and lovely, for this excellent preparation really 
cleans the leather and preserves its life and lustre. 


SoLp BY BETTER STORES—EVERYWHERE 


Lady Dainty Kid White is one of many equally excellent Lady 
Dainty preparations. 


One half-page advertisement appearing in an autumn number 
of Vogue had as an illustration a woman in evening dress, looking 
down at her slippers. The accompanying copy was. 
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Lapy Darnty SILvEeR SLIPPER CLEANER 
JUST AS LOVELY AS EVER! 


A pair of tarnished silver slippers that but faintly recall the 
glorious party when first you wore them. For their beauty is 
dimmed, like joyous memories that have faded into a score of 
yesterdays. 


Touch them, then, with Lady Dainty. A magic wand restores 
their lustrous loveliness. And poignant recollections stir your 
heartbeats to anticipate other occasions when the beauty of your 
Silver Slippers will enhance your own charms again and again. 


SOLD BY BETTER SToRES—EVERYWHERE 


The Silver Slipper Cleaner is but one of a dozen Lady Dainty 
products, of which the Lady Dainty suede stick and the Lady 
Dainty White Kid Cleaner also are preparations of unusual ex- 
cellence. 


In addition to its national advertising, the company prepared 
circulars, display cards, counter cards, and electrotypes for use 
by wholesalers and retailers in selling the dressings. The dealer 
helps were closely tied in with the national advertising. 

In January, 1925, the Pedstyle Sales Corporation” was organ- 
ized to sell a complete line of shoe findings under a blanket trade- 
mark. The corporation was promoted by a man who formerly 
had been the editor of a shoe findings publication. Since no one 
manufacturer produced a complete line of shoe findings, it was 
necessary for the Pedstyle Sales Corporation to interest several 
manufacturers in the project. Before approaching the selected 
manufacturers, the promoter had secured from one of the largest 
shoe findings wholesalers in each territory in the United States 
a definite commitment to sell Pedstyle shoe findings. With these 
wholesalers definitely committed to selling the new line, the pro- 
moter had approached various manufacturers with the proposi- 
tion that they produce articles to be sold by the Pedstyle Sales 
Corporation under the Pedstyle trade-mark. When the Pedstyle 
Sales Corporation asked the Chester Company to manufacture 
shoe pastes and dressings for the Pedstyle line, it already had 
reached agreements with manufacturers of insoles, brushes, silk 
laces, heel grips, shoe and slipper trees, heel cushions, bunion 
protectors, ankle supporters, arch supporters, mercerized laces, 
composition half soles, lining repairs, flexible leather, leather 
cement, fiber top lifts, wood heels, and built heels. 





2 Fictitious name. 
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According to the proposed arrangements, the Pedstyle Sales 
Corporation was to obtain orders for the articles, to advertise 
them nationally, and to provide dealer helps. The manufacturers 
would make the articles and package them under the Pedstyle 
trade-mark. All the packages and labels used were to be uniform 
in color and typography, and the Pedstyle name was to appear 
on each. The manufacturers would make shipments directly to 
customers from whom the Pedstyle Sales Corporation had ob- 
tained orders, would bill the customers directly, and would make 
collections. Each month, each manufacturing company would 
pay 10% of the preceding month’s net sales of its Pedstyle prod- 
ucts to the sales corporation. These monthly payments were to 
meet the operating expenses and to provide the profits of the 
Pedstyle Sales Corporation. In addition to these payments, each 
manufacturer of Pedstyle products was required to buy a block 
of the capital stock of the Pedstyle Sales Corporation to provide 
the initial working capital. No manufacturer entering into these 
arrangements could be deprived of the right to manufacture Ped- 
style products except by a unanimous vote of the other manufac- 
turers who were stockholders in the company. 

The promoter of the Pedstyle Sales Corporation asked the 
Chester Company to manufacture both the 2 5-cent pastes and 
liquid dressings and the s5o0-cent liquid dressings for sale under 
the Pedstyle trade-mark. The 25-cent line was to bear merely 
the name Pedstyle, while the 50-cent line was to be known as 
Pedstyle-Plus. The same type of wrappers would be used for 
both lines. The Chester Company would be required to purchase 
$1,800 worth of capital stock in the new corporation. This 
amount was fixed in accordance with the sales volume which the 
manufacturer was expected to secure through that Organization. 
The Chester Company was selected by the Pedstyle Sales Cor- 
poration because it manufactured a complete line of pastes and 
dressings and could be relied upon to maintain uniform quality. 

The Chester Company had production Capacity sufficient to 
manufacture the volume of pastes and dressings likely to be sold 
under the Pedstyle brand without interfering with the production 
of its other lines. The only difference between the articles pro- 
duced for sale by the Pedstyle Sales Corporation and those pro- 
duced for sale under the manufacturer’s own trade-marks would 
lie in the cartons, tins, and bottles used. 


CHESTER COMPANY 531 


Most of the wholesalers who had agreed to distribute Pedstyle 
merchandise were not customers of the Chester Company; only 
about 5% of the company’s sales customarily were made to those 
wholesalers. 

The promoter of the Pedstyle Sales Corporation understood 
that if the Chester Company accepted his proposal it would 
continue to sell goods under its own trade-marks and also to 
advertise the Lady Dainty dressings. The promoter made it 
clear to the Chester Company that if it did not accept his pro- 
posal he would make the same offer to a competing manufac- 
turer. 

The Chester Company concluded that by accepting the pro- 
posal it would be able not only to obtain distribution among an 
increased number of wholesalers, but also, in view of the low sell- 
ing charge of the Pedstyle Sales Corporation, to obtain an un- 
usually wide gross margin on the sales made by that organization. 
The company was of the opinion that sales of the Pedstyle lines 
would not seriously affect sales under its own trade-marks, since 
distribution of those goods was well established. Furthermore, 
an acceptance of the proposal would prevent a competitor from 
producing goods for the Pedstyle trade-mark and would act as 
an insurance against outside competition from that line. In view 
of these possible advantages, and in spite of the possibility that 
the Pedstyle line and the company’s other lines would be in direct 
competition at some stage in their distribution, the Chester Com- 
pany accepted the proposal of the Pedstyle Sales Corporation and 
began production of the Pedstyle pastes and liquid dressings in 
May, 1925. 


CoMMENTARY: Inasmuch as the wholesalers who had agreed to sell 
Pedstyle merchandise were taking only 5% of the Chester Company’s 
output, the proposal of the Pedstyle Sales Corporation gave the Chester 
Company promise of an increased volume, for which it had available 
capacity. By accepting the plan the Chester Company, furthermore, 
kept a competing manufacturer from accepting it. Despite these ad- 
vantages, however, the Chester Company was not warranted in accept- 
ing the plan. 

In the first place, the fact that the wholesalers who had agreed to 
sell the new line took only 5% of the Chester Company’s sales was 
not necessarily a real argument in favor of acceptance of the plan by 
the Chester Company. It was entirely possible that those wholesalers 
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were selling largely to the retailers to whom the Chester Company sold 
directly. In that event, an increase in sales of shoe pastes and dress- 
ings by the Pedstyle Sales Corporation was likely to cut into the sales 
of goods bearing the Chester Company’s own trade-marks. 

The chief services that the Pedstyle Sales Corporation offered were 
the development of a blanket trade-mark for shoe findings and the 
securing of orders as selling agents. Neither of those services promised 
to be of paramount importance to the Chester Company. I am skep- 
tical as to whether a blanket trade-mark applied to such a variety of 
merchandise as insoles, arch supporters, silk laces, bunion protectors, 
and polishes would be effective,° and, for a company which has its own 
sales organization, the services of selling agents should not be neces- 
sary. Under the plan, moreover, the manufacturer would not be re- 
lieved of credit and collection expense. 

There were several specific disadvantages in the plan. The Chester 
Company was asked to purchase stock in the selling organization to 
the amount of $1,800. If the plan failed, this amount probably would 
be lost outright. The provision whereby no manufacturer who joined 
the Pedstyle enterprise could be deprived of his right to manufacture 
Pedstyle products except by unanimous vote of the other participating 
manufacturers was a protection to such weak manufacturers as joined, 
and, conversely, a danger to a strong manufacturer such as the Chester 
Company. The plan did not provide for adequate control over the 
quality of the merchandise which was to be sold under the blanket 
trade-mark. If any manufacturer failed to keep up his quality, no 
adequate means of discipline were provided. 

The trade-mark policy of the Pedstyle Sales Corporation in using 
the Pedstyle mark and the Pedstyle-Plus mark on polishes of different 
grades could be expected to result chiefly in stimulating the sales of 
the lower grade. When two grades of a product are sold under marks 
so Closely allied, sales of the lower grade benefit at the expense of the 
better grade.* 

The Chester Company’s decision to accept the Pedstyle project seems 
to me to have been unwise. A company with a well-established sales 
organization is not warranted in employing selling agents in addition. 
Furthermore, a blanket trade-mark cannot be successful unless ade- 
quate provision is made for control over the quality of all the mer- 
chandise on which it appears. 


May, 1927 MAT. 
®See Ostend Pork Products Company, page 533. 





4 See Badger Watch Company, 1 H.B.R. 420; commentary, 2 H.B.R. 525; Wilda 
Biscuit Company, 1 H.B.R. 422; commentary, 2 H.B.R. 526. 


OsTEND Pork Propucts Company! 
PACKER—PORK PRODUCTS 


TRADE-Marxs—Use of a Blanket Trade-Mark. The company, which sold a 
variety of pork meat products, butter, eggs, lard, and a shortening made 
of cottonseed oil and beef stearin, wished to increase its sales of the 
first grades of its merchandise. The first grades of the meat products 
and the butter and eggs were sold under the advertised trade-mark, Car- 
lisle. Neither of the company’s two types of lards or its shortening ever 
had been sold under the Carlisle trade-mark. Inasmuch as those products 
all were of first grade, the company contemplated applying the Carlisle 
mark to them. 

(1926) 


The Ostend Pork Products Company was an old and well- 
established firm with intensive distribution in a group of eastern 
states. The company’s products included baked and roasted 
hams, bacon, sausages, frankfurts, shoulders, fresh pork loins, 
lard, and a shortening made of cottonseed oil and beef stearin. 
The company also purchased eggs and butter for resale. The 
first grades of the hams, bacons, sausages, frankfurts, shoulders, 
and loins, and also the butter and eggs, were all sold under the 
company’s advertised brand, “Carlisle.” Second and third grades 
of those products were sold under a variety of unadvertised 
brands. Neither of the company’s two types of lard nor its short- 
ening, all of which were first-grade products, ever had been sold 
under the Carlisle brand; the lards were unbranded, and the 
shortening bore the brand “Exeter.” In December, 1926, how- 
ever, the executives were deliberating as to whether to place the 
Carlisle brand on any or all of those items.” 





1 Fictitious name. 


? Different practices as to the use of trade-marks were followed by manufacturers. 
In 1916, the United States Rubber Company had decided to adopt a blanket trade- 
mark to be used on the products of its subsidiary companies. It was stated that 
this trade-mark was to resemble a ribbon composed of three stripes of equal width, 
the one in the center being white and the other two blue. The seal of the United 
States Rubber Company or the trade-mark of the particular product being adver- 
tised or sold was to be superimposed on the ribbon. The size of this new trade- 
mark was to vary according to the product on which it was used. The trade-mark 
would appear in so far as possible on the goods themselves and also on the pack- 
ages. It was to be used, furthermore, in some way in all the advertising of the 
United States Rubber Company. 

It was stated that the United States Rubber Company at that time had about 
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Most of the company’s sales were made by salesmen directly 
to retailers; the company made some sales to wholesalers, chiefly 
for resale to hotels and restaurants. Each salesman solicited 
orders for the company’s full line. 

The Carlisle brand was well and favorably known as a mark 
of high quality in the territory in which the company distributed 
its products. The brand had been advertised for many years 
in newspapers, street car posters, and by means of dealer dis- 
plays prepared by the manufacturer; the brand name also ap- 
peared prominently on the cartons and wrappers used for the 
merchandise. In addition to the brand name, the company’s 
name also appeared, although less prominently, in the advertising 
and in most instances upon the wrappers and cartons used for all 
grades of Ostend merchandise. The advertising manager was 
of the opinion that the Carlisle brand was better known among 
consumers than was the company’s name. The Carlisle brand 
was the only brand that the company advertised; the chief selling 
point stressed in the advertising was quality. In 1925 the adver- 
tising expense amounted to 9.7 cents per 100 pounds sold. In 
1924 the expense had been 6.1 cents per 100 pounds sold. The 
advertising manager stated that the advertising expense cus- 
tomarily had not been more than 5 cents per 100 pounds of sales. 

It was the opinion of the executives that the company’s future, 
in competition with large middle western packers, depended upon 
the establishment of a reputation for quality and service—that 
the western competition could not be met successfully on a basis 
of price. Meat products were highly competitive and as a rule 
the prices charged by all packers were practically the same for 
corresponding types of merchandise. The executives of the Os- 
tend Pork Products Company had concluded that this close price 





50 subsidiaries which manufactured a group of products, each using a variety of 
well-established trade-marks. Over 1,000 separate articles were manufactured, 
including automobile tires, footwear, gloves, bicycle tires, bathing caps, and many 
others. Printers’ Ink, March 30, 1916, pp. 25-27. 

Armour & Company developed the “Oval Label” as a blanket trade-mark for 
many of the Armour products. Printers’ Ink, January 23, 1913, pp. 3-10; February 
27, 1913, pp. 3-8. 

The N. K. Fairbanks Company, on the other hand, which manufactured Snow 
White, Fairco, and Boar’s Head for shortening, Cottolene, a cooking fat, Covo, a 
salad oil, Gold Dust, Fairy toilet soap, Fairy Flakes, Pummo hand soap, Glycerine 
tar soap, Polly Prim scouring soap, Sunny Monday, Santa Claus, Clairette, Dandy, 
Ark, Mascot, and Chicago Family laundry soaps, had avoided the use of a blanket 
trade-mark and had not sought to identify these products with the name of the 
company manufacturing them. Printers’ Ink, June 12, 1919, pp. 17-18. 
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competition might be avoided if the company sold its products 
under a brand widely advertised as a mark of quality. The com- 
pany consequently sought to build up its business in first-grade 
merchandise bearing the Carlisle brand. The salesmen contin- 
ually were urged to push the Carlisle brand in preference to the 
other brands. 

In the interests of economical production, it was essential for 
the company to manufacture some second-grade merchandise. 
The proportion of second-grade merchandise that inevitably had 
to be produced to avoid waste, however, was far less than the 
proportion that actually was sold. For instance, 20% of the 
company’s sales of ham were of the Carlisle brand and 80% were 
of second grade, whereas it was estimated that a desirable division 
from the point of view of production would be 85% Carlisle hams 
and 15% second-grade hams. The company wished to have a 
complete line so as to be able to meet all its customers’ require- 
ments of pork and directly related products, however, and there 
appeared to be a strong consumer demand for the second-grade 
merchandise. Notwithstanding the sales emphasis placed on 
the Carlisle brand, the company’s sales of merchandise bearing 
that brand amounted to only 9% of total sales in 1925. 

In an effort to increase sales of Carlisle hams, the company at 
one time had removed its name from its second grade of hams and 
had applied a distinctive brand to that grade. The second grade 
was of good quality and was so widely known that the executives 
were of the opinion that it had interfered with sales of the first- 
grade, Carlisle hams. After the company removed its name from 
the second-grade hams, sales of Carlisle hams showed an imme- 
diate increase. That increase, however, was much more than 
offset by the simultaneous decrease in sales of the second-grade 
product. 

The company manufactured fancy, kettle-rendered leaf lard 
and so-called “pure lard,” in one grade only. Leaf lard was 
manufactured solely from two small leaves of fat found in the 
hog, whereas in the manufacture of pure lard a wider variety of 
fat was utilized. The leaf lard had been on the market for more - 
than 60 years. In 1926 it still was being sold in plain, uncolored 
pails of the type originally used. The company’s name was 
embossed on the pails, but the product bore no brand name. 
In addition to being sold in two-, four-, and eight-pound pails, 
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the item also was sold in one-pound cartons. Sales of this product 
in 1925 amounted to $187,000 and represented 14.5% of the 
company’s total sales of lard. Sales of the fancy leaf lard had 
been decreasing for a period of years, and the executives antici- 
pated further decreases inasmuch as the pure lard was a high- 
grade product and satisfactory for all purposes for which the 
more expensive leaf lard could be used. 

Eighty-five and five-tenths per cent of the company’s sales of 
lard were of the pure lard, which was of as high a quality as any 
lard of that type on the market. The company’s name appeared 
on the cartons and pails in which this lard was sold, and this item, 
like the fancy lard, bore no brand name. Sales of pure lard were 
increasing steadily. 

The company’s shortening, sold under the Exeter brand, also 
bore the company’s name. The demand that had developed for 
a lard substitute less expensive than lard made it necessary for 
the company to manufacture this product if its line was to be 
complete. The item ranked with other high-grade vegetable 
shortenings on the market, but housewives in general considered 
it inferior to the leaf or pure lards for cooking purposes. Inas- 
much as the cottonseed oil and other raw materials entering into 
the shortening were in no sense by-products of the company’s 
main operations but had to be purchased independently, the com- 
pany’s gross margin on the product usually was less than its 
gross margins on the lards. At times the shortening was sold at 
no profit or even at a loss, depending in part upon cottonseed 
prices, which varied widely with changes in the market supply 
of cottonseed, and in part upon the competitive price level for 
the product. Competing firms which concentrated on the pro- 
duction of items made from cottonseed oil sometimes were able 
to sell at lower prices than were warranted by the company’s pro- 
duction costs. The company had deemed it necessary to follow 
the general competitive price level. The company had made no 
effort to stimulate sales of shortening. 

Ostend lards and shortening had not been advertised except 
by the inclusion in the packages of booklets or recipes or by brief 
mention in the advertisements of the other products. The two 
types of lards and the shortening all were sold in packages of the 
same range of sizes. The company’s prices to retailers in Decem- 
ber, 1926, were 1834 cents a pound for the leaf lard, 1534 cents 
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a pound for the pure lard, and 1234 cents a pound for the shorten- 
ing. The differential in the prices of the two lards remained 
practically constant, but the differential between those prices and 
the price of the shortening varied with the frequent changes in 
the price of the shortening. 

The executives were inclined to think that the Carlisle brand 
should be applied to at least one of the two types of lard. If the 
company’s usual policy was followed, the brand would be applied 
to the fancy leaf lard rather than to the pure lard. In view of the 
decreasing popularity of the fancy lard, however, it appeared 
that it might be advisable to apply the brand to the pure lard, or, 
perhaps, to both lards. One of the chief objections to placing that 
brand on the lards, in the executives’ opinion, was the fact that 
those items had come to be well known among retailers and con- 
sumers simply as Ostend products. Although the executives had 
no desire to promote sales of the shortening at the expense of 
the lards, they were of the opinion that it might be sound policy 
to include that product under the Carlisle brand also. 


CoMMENTARY: Two major questions are presented in this case. 
The first relates to the use of the company’s name on both the first 
and second grades of its product. The second concerns the practica- 
bility of applying the same trade-mark to a variety of products. 

The company’s experience in the experiment of removing the Ostend 
name from the second-grade hams indicates that trading down had 
occurred previously, even though the Carlisle mark did not appear on 
the second-grade products. In this respect the case is analogous to 
the Wilda Biscuit Company case.* In the case of the Ostend Pork 
Products Company, however, so large a part of its sales of ham were 
of the second grade that the situation practically had become one of 
trading up;* the sales of the second grade, which predominated in vol- 
ume, had been stimulated by the advertising of the first grade, even 
though the two were associated only by the company’s name and not by 
trade-mark. Under the circumstances, it is indeed doubtful if the 
company could have gained by completely disassociating the two 
grades; it is hardly probable that the sales of the first grade could 
have been increased, except by a prohibitive advertising expenditure, 
to a point where the loss in sales of the second grade would have 
been offset. The foregoing conclusion, however, does not imply that 





3 Wilda Biscuit Company, 1 H.B.R. 422; commentary, 2 H.B.R. 526. 
4Badger Watch Company, 1 H.B.R. 420; commentary, 2 H.B.R. 525. 
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it would have been sound policy to apply the Carlisle name to second- 
grade products. Such a procedure would have lessened the prestige 
of the name and weakened its influence even in trading up. 

The fact that the sales of pure lard were so much greater than the 
sales of leaf lard is not to be attributed to trading up or trading down. 
The two types of lard, to be sure, were both identified by the company’s 
name. The difference in sales here, however, was not caused by brand 
considerations. The pure lard satisfied all the lard requirements of 
most housewives, and such superiority as the leaf lard possessed was 
of little practical significance from the sales standpoint. 

The second question, as stated, concerned the use of a blanket trade- 
mark. For the hams, bacon, sausages, frankfurts, shoulders, and pork 
loins, the same trade-mark, Carlisle, could well be used. Those prod- 
ucts were all of first grade. They also appealed largely to the same 
buying motives, such as taste, satisfaction of the appetite, and per- 
haps emulation of the connoisseur. That group of articles could be ° 
given individuality through advertising by associating the Carlisle mark 
definitely with such primary buying motives as were just mentioned. 

To have applied the Carlisle mark to lard, however, would have 
been unwise, and I am doubtful as to the practicability of placing the 
Carlisle mark on butter and eggs if that mark was to exercise a positive 
sales influence. Lard is such a standard, well-known article that the 
chief buying motives for it are selective rather than primary. The 
housewife, in buying lard, seeks chiefly dependability in quality and 
makes her selection among the various brands on that basis. In other 
words, the brand gives assurance of quality. I should expect that for 
butter and eggs, likewise, dependability in quality would prove to be 
the chief characteristic to be associated with a brand name. 

There was a real contrast, therefore, between the motives to which 
appeal could be made effectively for the purchase of lard and the 
motives for the purchase of such items as ham and bacon. It is true, 
to be sure, that the demand for foods in the making of which lard was 





°«....A primary motive is one which imparts to consumers the major, initial 
impulse to purchase the kind of article offered for sale. In an advertisement of 
clocks, for example, in which the sales message centered on the point that such a 
clock is ‘one of the few truly permanent things that enter into homemaking,’ the 
primary appeal was to the motive of securing home comfort—the desire to make 
the home more livable by the installation of an attractive clock. A selective motive, 
on the other hand, is one in which the aim is to divert the consumer’s expenditure 
away from other brands of the same article. It does not recognize the fact that 
for most articles it is necessary to compete for the consumer’s patronage, not only 
with other brands of the same article, but also with many other articles serving 
different purposes. The economy in purchase, or price, motive is an example of a 
motive that is selective. The average consumer does not purchase an article merely 
because it is cheap. First there must be a primary motive to purchase the article. 
Price then may come in to determine the choice between competing brands.” Mel- 
vin T. Copeland, Principles of Merchandising, p. 160. 
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an ingredient was governed by much the same motives as governed 
the demand for ham, but those motives could be applied only indirectly 
to lard. For lard itself, the chief buying motives were selective. With- 
out entering into a more elaborate discussion of that point, I will state 
merely that recognition of such distinctions as have been made between 
the buying motives for these articles affects the success of many ad- 
vertising programs. 

If the Carlisle mark was to stand merely for a guaranty of quality 
and was not to be associated with such primary buying motives as 
were mentioned, it could have been applied without objection to all 
the first-grade articles, except shortening, sold by the company. Such 
an application of the Carlisle mark, however, would have weakened 
its potential influence as a positive sales factor. This conclusion holds 
true generally for a blanket trade-mark when the articles to which it 
is applied appeal to diverse buying motives. For this reason a blanket 
trade-mark often appears colorless in contrast to a highly individualized 
mark, such as Old Dutch Cleanser or Crisco, for example. 

For the shortening, the company was following a sound policy in 
using a distinct brand, Exeter. The shortening should not have been 
advertised under the Carlisle brand, for the same reasons that lard 
was not properly admissible. To advertise lard and shortening under 
the same brand, moreover, would not have been advisable, because it 
was not desirable to imply that the same results could be achieved by 
the use of the substitute as by the use of lard, and the company’s major 
interest was in maintaining its volume of sales of lard. 

In conclusion, it is to be noted that the company had not fully ac- 
complished the objective at which it aimed originally in its trade-mark 
and advertising policy. The company’s original purpose was to stimu- 
late a demand for its first-quality products which would enable it to 
avoid competing intensely with the western packers. A large portion 
of the company’s sales, however, were of its second-grade products, 
in the highly competitive field. One reason for this result I judge to 
have been the emphasis which the company placed on the selective 
buying motive of dependability in quality rather than on primary 
buying motives, with a highly individualized Carlisle mark. The prac- 
tice of having the company’s name appear on both the first- and second- 
grade products, moreover, aided the latter at the expense of the former. 
Under the circumstances, the company probably could not have risked 
a change in its current trade-mark practice, but the case illustrates 
significantly the necessity of differentiating completely and from the 
outset between different grades of products where grades cannot easily 
be distinguished by consumers at time of purchase. The case also em- 
phasizes some of the weaknesses in the use of a blanket trade-mark. 


January, 1927 Div Gs 
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CHAIN STORES—CANNED FRUIT 


MERCHANDISING—Substitution of Nationally Advertised Brand for Exclusive 
Agency of Non-Advertised Brand. A company operating 150 grocery 
stores in and near one city sold a brand of canned fruits for which it held 
the exclusive agency in its territory. Because the manufacturer did not 
advertise this brand, it gave the company an advertising allowance for 
each case purchased. The same manufacturer canned fruits of equally 
high grade under a nationally advertised brand, which was carried by 
nearly all the chain store company’s competitors. Although its sales of 
canned fruits had been considered satisfactory, the company learned that 
sales of the nationally advertised brand by chain store companies in 
another city were relatively larger than its own sales. Because it be- 
lieved the extensive advertising was causing a steady growth of sales of 
the nationally advertised brand, the company decided to substitute that 
brand for the unadvertised one in its stores. 


(1926) 


The Lincoln Stores Company operated 150 grocery stores in 
and near a city with a population of approximately 500,000. The 
company’s sales volume in 1924 was $9,300,000. The rate of 
stock-turn for the stores and the warehouse as a whole was 
slightly less than 9 times a year, but stock in the stores was turned 
every two and one-half or three weeks. The stores were so 
located that the company served all classes of customers. More 
than goo items of merchandise were carried in the stores. No 
meats, except salt pork and bacon, were carried. A few perish- 
able vegetables were offered in season; semiperishables, such as 
citrus fruits, potatoes, and onions, were handled regularly. 

In the line of canned fruits, the Lincoln Stores Company car- 
ried peaches, pears, pineapple, apricots, cherries, fruit salad, and 
plums. Sales of these canned fruits in 1924 amounted to approxi- 
mately $220,000. Over 95% of the canned fruits were sold under 
the trade-mark “Monico,” which, although a packer’s trade- 
mark, was looked upon by the company as being practically the 
equivalent of a private brand, since the Lincoln Stores Company 
was the only firm to advertise and sell that brand of canned goods 
in its territory. In the fall of 1925, the president of the Lincoln 
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Stores Company considered purchasing a nationally advertised 
line of canned fruits. 

The 150 stores were under the direction of a stores’ superin- 
tendent, who was responsible to the president. The stores’ super- 
intendent had as assistants 8 district managers; each manager 
was in charge of from 15 to 30 stores, the number depending 
chiefly upon the distance between the stores. The district man- 
agers inspected the stores in their respective groups daily. The 
purposes of the inspections were to see that the stores were clean, 
orderly, and in repair, and that the cash registers were working 
correctly; to deliver retail price bulletins from the central office 
and to make sure that the merchandise was marked accordingly; 
to collect from the store managers daily reports showing, for the 
previous day, merchandise received, sales, and other credits; to 
collect, once a week, orders for merchandise; and to authorize 
mark-downs on perishable and semiperishable merchandise. 

Some of the store managers had had previous experience in 
grocery stores, but most of them were new in the business. The 
company provided a two-week training course for the inex- 
perienced managers. Each store manager was paid a straight 
salary, plus a commission amounting to 1% of the sales in his 
store; the commissions averaged about 20% of the managers’ 
earnings. About 15 of the store managers had assistants who 
worked full time; in the other stores, where the volume of busi- 
ness was less, school boys were employed in afternoons and on 
Saturdays as needed. Sales force expense in 1924 was approxi- 
mately 7% of sales. 

No credit was granted to customers, nor was there any delivery 
service. Occasionally, however, a store manager or his assistant 
delivered purchases to customers living nearby. ‘The stores’ 
superintendent discouraged delivery accommodation because of 
the possibility that customers would come to expect it as a regular 
service. 

The Lincoln Stores Company advertised in its stores and in 
daily newspapers four or five “price leaders” for each week and 
two or three “specials” for Thursday, Friday, and Saturday; on 
those three days the stores made the majority of their sales. The 
company had used handbills at one time but had come to the 
conclusion that they were an unprofitable medium for advertising. 
The “price leaders” were mostly staples, goods which practically 
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every housewife bought each week, such as butter, eggs, milk, 
lard, potatoes, and canned goods. Items offered as leaders gen- 
erally were priced slightly above cost, but sometimes they were 
sold below cost. For instance, one item of canned goods which 
was highly competitive was sometimes sold as a leader at 20% 
below cost. Nationally advertised brands usually were preferred 
to other brands for price leaders, because housewives were more 
familiar with the prices of nationally advertised products and 
therefore responded more readily to price reductions. 

Deliveries from the warehouse to the stores were made weekly 
by truck. Bread from the company’s own bakery was delivered 
to the stores daily. The few perishable vegetables carried in 
season and some of the semiperishables were bought from local 
wholesalers and were delivered periodically as ordered. Occa- 
sionally, small fill-in orders were delivered by the district man- 
agers, who used light trucks as a means of transportation from 
store to store. The merchandise was charged to the stores at 
retail prices, and the store managers did not know the cost prices. 

The president of the Lincoln Stores Company was in charge 
of the purchasing department, in which there were four buyers. 
The chief lines purchased by one buyer were coffee, tea, butter, 
cereals, and soap; by another, canned meats, lard, pork, bacon, 
and syrup; by another, perishables and semiperishables, crackers, 
and confections; and by the other, sugar, flour, and the general 
lines of canned goods. Merchandise was bought according to the 
needs of the company and market conditions. Most of the 
requirements of canned fruits and vegetables, which were packed 
in one season of the year, were bought in the winter and spring 
for delivery in the summer and fall. 

The warehouse was in charge of a receiving clerk and a ship- 
ping clerk, both of whom were responsible to the president. The 
stock of merchandise in the warehouse was controlled by a per- 
petual inventory card system operated in the auditor’s office. 
For each of the 900 items there was a box in which was placed 
a card for every unit of merchandise received. A unit represented 
the quantity of the item most convenient for delivery to the stores. 
For some canned goods, for example, the unit was a case of two 
dozen cans, while for others the unit was a half-case or a quarter- 
case. 

Records of inventory decreases were made from the weekly 


LINCOLN STORES COMPANY 543 


order blanks received from the store managers. For each unit 
ordered, a unit card was removed from the appropriate box. In 
order to warn the buyers when the stocks of the various items 
had reached the minimums that were considered advisable, a 
“minimum” card was placed in each box to head the number of 
cards representing the minimum stock desired. For most items, 
the minimum quantities, which were determined by the buyers, 
varied from time to time according to seasonal changes in sales. 
When a minimum card was reached, it was sent to the buyer by 
the clerk in charge of the cards. 

The unit cards for each item were numbered so that at any 
time the number of units in stock could be determined by looking 
at the front card in the box. Physical inventories of warehouse 
stocks had been taken once every six months since the introduc- 
tion of the perpetual inventory system in 1923; the stock on hand 
as shown by the cards varied from the actual count by an aver- 
age of about 1/10 of 1%. 

When the perpetual inventory cards had been adjusted for an 
order, the order was typed in triplicate; one copy was for the 
shipping clerk, one for the auditing office, and one for delivery 
to the store manager with the merchandise. Upon delivery, the 
store manager checked the goods with the copy of the order and 
signed a receipt slip declaring that the merchandise was as ordered 
or was at variance as stated. He gave the original receipt slip 
to the truck driver who delivered the merchandise, and he gave 
the carbon copy to the district manager with the itemized copy of 
the order for his store. 

Physical inventories were taken in the stores at least once every 
two months by two men employed especially for the task. Be- 
tween inventories, weekly reports were made to the officers of the 
company showing changes in the ledger accounts of each store. 
The most important control information, however, was provided 
by comparison sheets which were compiled weekly and showed 
sales of the current week as compared with the weekly sales of 
several preceding years. 

In the fall of 1925, the executive of the Lincoln Stores Com- 
pany contemplated replacing the Monico canned goods by goods 
sold under the nationally advertised Gardner trade-mark. The 
Monico brand had been introduced in the city and the surround- 
ing territory by the Lincoln Stores Company in 1920. During 
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the five years preceding 1920 the company had carried canned 
fruits of several packers whose brands were advertised not at 
all nationally and but little locally. The Monico brand had been 
selected in 1920 chiefly because the Gardner Products Company,” 
which packed that brand as well as the Gardner brand, offered 
the Lincoln Stores Company an exclusive agency for the Monico 
brand. As further inducement to the chain store company to 
carry that brand, the packer gave the company, as an advertising 
allowance, 10 cents for each case of 24 cans purchased. The 
Gardner Products Company was able to make this allowance at 
least partly because it did not advertise the Monico brand. 

The Monico canned fruits were uniformly of the “fine” grade, 
the highest grade packed, and were equal in quality and flavor 
to the nationally advertised Gardner fruits. Although the Gard- 
ner fruits were familiar to consumers in its territory and although 
the terms of the exclusive agency did not prevent the Lincoln 
Stores Company from carrying both brands, the company had 
decided in 1920 not to carry the nationally advertised product 
because of the keen competition among retailers in the sale of 
that line. The Gardner line was carried by nearly all the unit 
grocery stores in the city and also by the two other chain store 
grocery companies, one of which was larger and the other smaller 
than the Lincoln Stores Company. The Lincoln Stores Company 
carried no canned fruits in competition with the Monico brand, 
either in the same grade or in lower grades. Some of the more 
uncommon fruits were not packed in that brand. ‘Those the 
company carried in other brands, but its sales of them amounted 
to less than 5% of total sales. 

The Monico fruits had been pushed vigorously by the store 
managers of the Lincoln Stores Company; the appeal used most 
frequently was “they are the finest packed,” or “there are none 
better.” Cans of the fruits were displayed prominently in the 
windows and were advertised in the daily newspapers after 192 35 
when the company first used that type of advertising. By 1925 
the president of the Lincoln Stores Company concluded that the 
stores’ customers were educated to the use of the Monico brand; 
many were asking for that brand and most other customers ac- 
cepted it readily when it was offered as a substitute. 

? Fictitious name. 


*See Truro & Company, 3 H.BR. 210, and also Milburton Brothers, 3 H.B.R. 
214. 
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The company’s sales of canned fruits amounted to approxi- 
mately $220,000 in 1924, or 2.4% of total net sales. This volume 
represented a gradual increase from 1920, when the volume had 
been 2.1% of net sales. The increase had been deemed satisfac- 
tory until the president learned that in another city several chain 
store companies which handled the Gardner brand were selling 
relatively more canned fruit than was being sold in the Lincoln 
stores. The city in which those stores were located was in the 
same section of the United States as was the city in which the 
Lincoln stores were operated and was considerably larger than 
that city. The store managers of the Lincoln Stores Company 
stated that they had not observed an increase in the demand for 
the Gardner brand, but the record of the other companies led 
the president to conclude that sales of canned fruits in his stores 
should be 3.25% of total sales. He was of the opinion that the 
principal cause for the large and growing sales of the Gardner 
products was the extensive advertising which the Gardner Prod- 
ucts Company had carried on during the preceding three or four 
years; in 1924 the company spent almost half a million dollars 
for magazine advertising of Gardner canned fruit, an amount 
twice as large as the corresponding expenditures in 1920. An- 
other important reason for the growing popularity of the Gardner 
products, according to the president of the Lincoln Stores Com- 
pany, was the fact that nearly all chain stores had been offering 
nationally advertised goods at low prices, frequently using them 
as price leaders. 

The manufacturer’s prices and terms of sale to the Lincoln 
Stores Company were the same for fruit bearing the Gardner 
trade-mark and for goods bearing the Monico mark, except for 
the advertising allowance made on the Monico goods. The Lin- 
coln Stores Company’s average gross margin on the Monico prod- 
ucts had been 25% of net sales; the advertising allowance had not 
been used in figuring cost of merchandise sold but had been 
treated as extra profit. On the Gardner fruits the president 
expected that the company could secure an average gross margin 
of about 24%, the lower figure resulting from keener competi- 
tion. The packer’s allowance for advertising of the Monico line 
amounted to about 1.8% of net sales of canned fruits. The 
Lincoln Stores Company had spent none of this allowance prior 
to 1923, but in 1923 and in 1924 it had advertised the line at 
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various times as one of the weekly price leaders. The advertising 
expense was not allocated to the various lines, but it was esti- 
mated that less than half of the allowance for the Monico brand 
was spent for advertising that brand. 

As a general objection to substituting the nationally advertised 
brand for the Monico brand, the president stated that he dis- 
liked losing the benefit of the effort and money which the com- 
pany had spent in promoting sales of the latter brand. In addi- 
tion he thought it would be somewhat embarrassing to sell Gard- 
ner fruits as “the finest packed” when formerly the stores had 
sold the Monico goods on the same appeal. 

The company, however, decided to purchase the nationally 
advertised Gardner brand and at the same time to discontinue 
carrying the Monico brand. 


CommMENTARY: This case is concerned with the merits of the pur- 
chase by a grocery chain store company of nationally advertised mer- 
chandise as against the purchase of nonadvertised goods for which an 
exclusive agency was granted. Since the quality of the two brands of 
canned goods around which this case centers was equal, the conclusions 
are not affected by choice of quality. The problem is entirely one of 
merchandising. 

In the statement of the case, the application of such phrases as “the 
finest packed” to the Monico brand in the Lincoln Stores Company’s 
advertising was cited as an obstacle to the purchase of the Gardner 
brand. No weight is to be attached to that point, however, for such 
superlative phrases are little heeded by consumers and are soon for- 
gotten. One of the reasons advanced for the purchase of the Gardner 
brand was the information obtained by the president of the Lincoln 
Stores Company that a chain store company in another city, which sold 
the Gardner brand, had a higher percentage of sales of canned goods 
to total sales than the Lincoln Stores Company enjoyed. This evidence 
is not conclusive and should be given little weight in the decision. Not 
only is there uncertainty as to possible differences in consumers’ require- 
ments and tastes in the different cities, but the Lincoln Stores Com- 
pany’s percentage of sales of canned goods may have been low because 
of the large volume of sales which it obtained on other goods. 

The chief advantages that would have accrued to the Lincoln Stores 
Company from continuing to carry the Monico brand rather than the 
Gardner brand were: the absence of direct price competition, since the 
company had the exclusive agency for the Monico brand, the advertising 
allowance received from the packer for the Monico brand, and such 


LINCOLN STORES COMPANY 547 


goodwill as had been established for that brand. On the other side of 
the scale were several disadvantages. Extra sales effort was required for 
selling the less well-known brand. There was a likelihood that sales 
were being lost to other stores without that fact becoming apparent to 
the company’s store managers, who had no means of ascertaining how 
many customers who preferred the Gardner brand simply transferred 
their canned goods patronage elsewhere without remark. It was neces- 
sary for the retailer to assume the burden and expense of advertising 
the Monico brand. There was always the possibility that the packer 
would decide to sell his entire output under the advertised Gardner 
brand and discontinue the Monico brand; the Monico brand was not a 
private brand, since the Lincoln Stores Company had no title to the 
Monico trade-mark. Finally, the avoidance of direct price competition 
with the Gardner brand did not permit the Lincoln Stores Company to 
price Monico goods without reference to the prices of Gardner goods. 
The two brands were competitive; hence a large differential in prices 
could not be maintained by the Lincoln Stores Company without ad- 
versely affecting its sales of canned goods. 

The company’s decision to purchase the Gardner brand was well 
founded, particularly because of the company’s lack of full control of 
the Monico brand and the necessity of meeting competitor’s prices on 
Gardner goods. 

The decision to purchase the Gardner brand properly carried with it 
the decision to discontinue carrying the Monico brand, even at the 
sacrifice of some goodwill. The two brands were equal in quality, and 
it was therefore improbable that the aggregate volume of sales for the 
two brands would be enough greater than the sales of the Gardner brand 
alone to justify the investment in duplicate stocks and the incurring of 
duplicate carrying charges. By carrying only the Gardner brand a 
materially higher rate of stock-turn could be secured than if both brands 
were carried. The advantages of a high rate of stock-turn are too well 
known to require elaboration. If the company had continued to carry 
the Monico brand, moreover, it would have been necessary to advertise 
that brand against the Gardner brand, a rather profitless procedure. 


January, 1927 M. T. C. 


EVERMAN SToRES Company! 
CHAIN STORES—GROCERIES 


PurRcHASING—Centralization of, in Chain Stores. After five months of oper- 
ation, the executives of a company operating 29 grocery stores within a 
radius of 150 miles wished to increase the gross margin for the stores 
as a whole by adopting a more effective control of purchasing and pricing. 
For 11 of the stores, which were located in the same city, the district 
manager acted as purchasing agent and set retail prices on all merchan- 
dise except fresh fruits and vegetables, which were purchased and priced 
by the store managers. In the stores outside this city, each store man- 
ager did his own purchasing and pricing. The company contemplated 
Organizing a wholesale company in order to secure the services of a firm 
of purchasing agents which bought only for wholesalers. It decided, 
however, not to form a wholesale company, but to centralize the purchas- 
ing for all the stores under one purchasing agent and to have all store 
managers make requisitions for purchases through him. 


(1926) 


The Everman Stores Company was formed in February, 1926, 
to purchase and operate 13 grocery stores. By the end of August 
of that year the company was operating 29 stores within a radius 
of approximately 150 miles in a state in the Middle West. The 
company planned to add new stores to the system as rapidly as 
appeared to be practicable. The executives were favorably known 
in the state through their successful management of several 
manufacturing companies, and they anticipated no difficulty in 
securing funds from banks or through the sale of stock to provide 
for the expansion of the Everman Stores Company. They in- 
tended to rely chiefly upon the sale of preferred stock to cus- 
tomers. 

In June, the fifth month of its operation, the Everman Stores 
Company had total sales amounting to $116,479, a gross margin 
of approximately 15.5% of sales, and a net profit of about 0.73%. 
In July, sales were $130,311; the gross margin was 14.05%, and 
the net profit was 0.61%. Sales in August were $5,000 less than 
in July, but the gross margin in that month was 17.6%, and the 
net profit amounted to 3.32%. The percentages of gross margin, 
of net profit, and of expense for the individual stores varied 
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widely. In July, for instance, one store showed a profit of 
13.73% of sales and another store showed a loss of 36.54%; and 
in August expenses varied from 10.5% of sales in one store to 
24.84% in another. The executives were of the opinion that 
the gross margin for the stores as a whole was less than it should 
have been and that it might be increased by more effective con- 
trol of purchasing and pricing. 

It was suggested that the company might advisably use the 
services of a firm of purchasing agents, located in Chicago, which 
customarily bought only for the accounts of wholesalers but 
which might be willing to perform the same service for a chain 
of stores. In previous dealings with this firm, the executives of 
the Everman Stores Company had found it to be reliable. In 
reply to an inquiry from the Everman Stores Company, the firm 
of purchasing agents wrote: 


The chain store proposition in the grocery trade has been rather 
serious. Today about 25% of the grocery business is done by chain 
stores. There has been an abnormal growth in the past 10 or 15 years, 
and the general impression is that we have about reached the point of 
saturation on the chain stores for the time being. Of course, they 
will grow as the country grows and in some sections where they have 
not been prevalent there is still room for them. As a rule, chain 
stores are sold as cheaply as the wholesale grocer, provided they have 
a warehouse and operate as a wholesaler distributing to their own 
chain. This is not so commonly the story, however, with chain stores 
which do not have their warehouse and do not operate a regular whole- 
sale department. 

In the grocery business there is a distinct cleavage between several 
lines, or really two classes of merchandise, namely, the nationally ad- 
vertised goods and what are called the staples, or goods that are not 
sold based on national advertisement or demand already created with 
the consumer. As a rule, there is very little profit in nationally ad- 
vertised goods, as the price is such that there is a rapid turn-over and 
no risk, and demand has already been created. The real profit in the 
grocery business is generally admitted to be in the staples, or goods 
that can be bought and sold on the market, and this applies to the 
chain store as well as to the wholesaler. That is the reason why so 
many jobbers and some chain stores have their own private brands. 

We confine our business strictly to the purchasing for the whole- 
saler, and it has been a problem whether or not to take the chain 
stores. We have a few clients who are wholesalers and who have since 
gone into the chain store business. They have a regular wholesale 
department and warehouse and are recognized as wholesalers by the 
manufacturers and sellers, and we are able to keep these accounts with- 
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out criticism. ‘There are others that operate regular warehouses and 
buy in a wholesale way, distributing from their warehouse to their own 
stores. These are recognized as wholesalers except by two or three 
manufacturers of nationally advertised goods. 

We do not as a rule handle nationally advertised goods. They are 
a one-price proposition or based on special arrangements and conces- 
sions for advertising allowance, and in some cases the chain stores 
buy cheaper than the wholesalers because they can render service and 
push sales. We do not attempt to handle them, nor can we handle 
them to advantage. Our big business is in staples, which are not con- 
fined to any particular brand or nationally advertised label. These 
are the lines in which the wholesale grocer and also the retail grocer 
and chain store make the largest profit. In addition to this we issue 
bulletins keeping our clients posted on the market, advising as to costs 
and prices, and our offices become branches of our clients to assist 
them in buying. 

We doubt if it would be policy for us to take on the account of a 
chain store, or to send orders to our connections for shipment or to 
charge to this concern, on account of the criticism and prejudice, par- 
ticularly among manufacturers who do not care to sell direct to chain 
stores without warehouses, 

If it is your intention to form a wholesale company, under a different 
name, to operate a warehouse and buy for these stores, we could prob- 
ably arrange to take on this account and help you in buying, keep you 
posted on the market, and aid you in many ways. Our salary for our 
services would be $50 per month. 


The Everman stores were of the self-service type. The mer- 
chandise, with prices clearly indicated, was arranged on shelves 
so that customers could select and remove what they desired. 
The customers presented the goods which they had selected to 
a cashier seated in the front of the store, who did any packaging 
that was necessary and received payment for the goods. All 
transactions were made for cash. There was a meat market in 
each store but, except in three instances, the meat markets were 
operated by independent managements which paid to the stores 
a certain percentage of the profits from the sale of meats. Three 
of the stores operated their own meat departments. The stores 
also sold fresh fruits and vegetables in season. No deliveries 
were made to customers. One executive had given it as his opin- 
ion, however, that the company could double its sales by making 
deliveries on unit purchases amounting to $5 or more. 

Eleven of the 29 Everman stores were located in Altworth, a 
city of about 150,000 population. Stores numbers 1 and 4 were 
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located in a town of approximately 25,000 population situated 
80 miles from Altworth; stores numbers 3 and 15 were located 
in a town of about 40,000 population approximately 25 miles from 
Altworth; and the remaining 14 stores all were located in different 
towns situated from 35 to 180 miles from Altworth and having 
populations ranging from 4,000 to 25,000. The towns in which 
Everman stores were operated were predominantly farming cen- 
ters, although several had comparatively extensive industrial 
activities and one was the seat of a state university. 

The company maintained a warehouse in Altworth. The Alt- 
worth stores were supplied from this warehouse, but a large part 
of the purchases of the other stores were shipped directly to them 
by the sellers. The stores outside of Altworth were too widely 
separated to make practicable the use of trucks for transporting 
merchandise to them from the warehouse. Eighty-five per cent 
of the expense of the warehouse was charged to the Altworth 
stores and 15% was charged to the stores outside of Altworth. 
These percentages were thought to represent the relative useful- 
ness of the warehouse to the two groups of stores. 

In a majority of the stores two men were employed, a store 
manager and his assistant. These men were paid basic salaries 
of $100 and $90 per month respectively; in addition, 1% of 
monthly gross sales and 5% of monthly net profits were distrib- 
uted between them in the ratio of 34 and %4. Ina few stores three 
men were employed. 

The Everman stores met keen competition, both from unit 
stores and from other chain stores. Occasionally, the Everman 
stores were undersold on certain items by unit stores; in Alt- 
worth, where most of the competition from chain stores occurred, 
prices in Everman stores and in other chain stores were virtually | 
the same. On the whole, prices in Everman stores were some- 
what lower than corresponding prices in competing unit stores. 

The Everman Stores Company advertised in the newspapers of 
the towns in which its stores were located. At the top of each 
advertisement appeared a picture illustrating some advantage of 
a self-service, chain grocery store, together with a few lines of 
copy explaining the advantage. The lower part of the advertise- 
ment consisted of a list of from 6 to 12 items that were being 
offered at especially attractive prices, the prices also being given. 
Originally, numerous items for which no price reductions were 
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made, as well as those items which were being offered at special 
prices, had been listed in the advertisements. The company had 
decided that this was a waste of advertising space and that only 
those items which were being offered as so-called “specials” should 
be listed in the advertisements. It had been proposed that all 
prices be omitted from the advertisements and that, instead of 
encouraging consumers to purchase specified items, the company 
should make an effort in its advertisements to give the impression 
that consumers would be certain to effect savings by trading regu- 
larly at Everman stores. The executives were giving this proposal 
serious consideration. In June, 1926, the advertising expense 
exceeded 2.25% of sales. In July, it amounted to 2.21% of sales. 

Every Saturday and sometimes on other days, the stores offered 
“specials,” that is, merchandise priced below the level at which 
the goods customarily were sold in the stores. Most of the spe- 
cials offered represented true mark-downs, usually almost to cost. 
The specials were used as leaders to bring people into the stores 
and were featured in the advertisements. The items to be offered 
as specials in the Altworth stores were selected by the district 
manager, who was also the purchasing agent for those stores, in 
consultation with the advertising manager, and were the same for 
all the stores. In the stores outside of Altworth, selection of spe- 
cials was left largely to the store managers. The store managers 
made weekly reports to the central office of the volume of sales at 
special prices. In June, sales of specials constituted 1.3% of the 
total sales volume of the stores outside of Altworth and 3.1% of 
the total sales volume of the Altworth stores. Exhibit 1 shows, 
by stores, for May and June, special sales in percentages of total 
net sales. 

Each store manager purchased fresh fruits and vegetables for 
his own store and determined the retail prices at which those 
items should be sold. For the Altworth stores all the purchasing 
and pricing of other items was done by the purchasing agent for 
those stores. Outside of Altworth, however, the store managers 
not only purchased and priced fresh fruits and vegetables but also 
did practically all the purchasing and pricing of other items. The 
general manager of the company received daily from those store 
managers invoices of goods purchased; on the backs of the in- 
voices the store managers recorded the retail prices at which they 
had marked the goods. On the basis of this information and 
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EXHIBIT I 


SaLES AT SPECIAL Prices ExpRESSED AS PERCENTAGES OF TOTAL NET 
SALES OF EVERMAN STORES CoMPANY, May AND JUNE, 1926 












Stores outside Altworth: 
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semimonthly reports from store managers of gross margins ob- 
tained, the general manager made recommendations as to changes 
in the percentages of gross margin which the various stores were 
securing. The general manager was of the opinion that the aver- 
age original mark-up should be approximately 20% of sales and 
that the gross margin after shrinkage of merchandise and after 
mark-downs for special sales should be about 1 5%. Inacircular 
letter which he sent to the store managers he advised them to 
take not less than a 10% mark-up on the following items: butter, 
eggs, milk, bread, flour, sugar, coffee, laundry soap, washing 
powder; and not less than a 30% mark-up on such items as fresh 


ya ti Nl a i as ca Di a et A a a AR EE 






























































zg*Log'Szq grOcrorrge |= ee" ie107, puri) 
Wr er Worl voz Wy 61 Lv-16L‘z1¢ 19°£69°6S ¢ viene ofaversue neu) enenetlenisraisneusn ete, "[e}OL 
bz ov v°9z ove S6°€F9 Gr-oL6'S Gfetsneloierclersissreleerislt cy 
EG Coy, o:€z 0:02 16-£36 H6-0Lz°¢ eee e eee eee eee GOT 
ovll 0°6 0° 0% €-g1 zl-O11't 16°61z‘S bette teense reese 907 
bir 9°8 0° 0% €°Q1 “rh-gzo‘r 09°g91‘9 nO PaOGoACd UG oO MoO oni yaR: 
$:e1 cs 0°61 €-61 giLer'% 6r-109'Z FORO OBIG ONS FO 0° COUN OW 
gor 0°83 Q°gr £°Qr 99°%7O'I 9S-0LL‘g Perec ee eee ee eee Coe 
o'7iI 0:6 O'12 0°07 zO°IOLst gS-oF 6‘ aetelsiisl eens isisielelatics one VOL 
gor L9 G-lr 0:61 zL'g60‘r bL-glus meee evils eee ce + Cog 
ieee e-L o'61 0:02 ol belt 09°90‘ Seen e eee ee eee eee Zo; 
%o-°S1 %o's %ooz One Lt +z°0g6 $ gz608'S Boi ce Ton roquinNy 
:$910}S 10M, Y 
%6°L1 Wyre Ol 1z fz gt SE-o1g'z1g LESy Lose [ee eee: -* TROT, 
o'l%@ O°? ami: Cc ramienal L°0z@ oS'¥gS 00°691‘S cece prietote cetiolieli aletiotletioNel ie gi 
6°€1 rs o:'61 b-St Lv:0zS zS°SS6‘r Sdeieteyonstsminsts mea ttabenete Sx 
o'61 ov of g°zi LLLSO'1 elegsc. | | a Sadan +r 
£°2e av S-9z g' St 16:SES 69°S69‘z Meet aie are een 
Z° 0% ov atvz bor Sb-gSS 66:061L‘E Srlevieueter ctonter set symetioneor ite zt 
g°z1 vel 00% L-v1 So-zzz Co'Lz0'r eee eres eee 
o:St °'9 oz o°St LE-SEe bevS1'1 Spe eerie ae ec on 
ori oS o'6r o' li g9°9S9 gL gLl't alevapetalienetaropeasmrace rele 6 
Q vz ox 0°92 o'91 g:zgz't boLeve Pit tn teen eens eeeg 
L°61 Q°2 S-zz 1°S1 9f*£00'r Sg-zzS‘b Vee verateg- eke tones mortars Z 
£:0z exe o'€se 9°91 £9°308'1 zuLlyy siiavieheitatersastte aa 
vot ge 0°0% o'St LS-z10°r PLLSQS Neer 2G 
Qe O°? 9 vz v°gt GL:116 or veSiz elisha ieder aienetoneten=9 iene v 
grr av 0°61 orl Lo:1zl tr6og's ft ha ea ate enenaee ¢ 
Soeu Sz 0°91 pli ob£621 goS LiL sete egeaee as oo 
%g St Ys %o' le %S oz Lv-oLS ¢ Sb-60z‘z ¢ chahes aleetis Bee heres eee aia) aia I Joquimy 
[YWOMITY YPIs]No $910}¢ 
d()-3av HOVUNIGHS satqe}esoA, ISIPULY IIIT sopqeqasoA, aSIPULYOIITAL 
aIdviaoaA | TIAVIGOTA pue s}mig pue s}imiy 
ae pa Arora saordg TIVLIat 
Ina LAN NO dQ -3avil d a 


LY GaaAIVA SasvHOIN dg 
Leen EEE — — eee 
gz61 ‘“aNOf ‘ANVdIWOD SaYOLS NVWAAAT gO ‘SHYOLG Ad ‘SdQ-WAVJ] UNV SaSvHOUNdg 


é LIGINXY 








554 


EVERMAN STORES COMPANY 555 


fruits and vegetables, canned fruits for salads, tea, olive oil, 
canned shrimp, lobster, and tuna fish, fancy pickles, olives, pre- 
serves and jams, ammonia and bluing, matches, extracts, cocoa, 
candy, powdered sugar, shelled nuts, spices, and packaged figs 
and dates. Canned fruits and vegetables, the general manager 
stated, should always have a mark-up of at least 20%. 

The company’s system of decentralized purchasing had resulted 
in wide variations in the percentages of gross margin taken by 
the different stores and also in the gross margins on different items 
in the same store. The general manager had decided that it was 
necessary for him to receive reports from the stores twice each 
month showing the gross margins by items, so that he could pre- 
vent extreme variations. He had found instances in which certain 
store managers were, unintentionally, selling goods at a loss. The 
purchases and mark-ups for the individual stores for June are 
shown in Exhibit 2. 

Physical inventories were taken monthly by men from the cen- 
tral office. Merchandise was charged to the stores at retail prices; 
in the case of the stores outside of Altworth, for which the store 
managers did the purchasing and pricing, the invoices which the 
store managers sent in daily after entering the retail prices on 
them were used for inventory purposes. Store managers kept 
records of spoilage and waste, such as banana stalks, cabbage 
leaves, and rotten fruit, and this was taken into consideration in 
arriving at inventory figures. Inventory shortages of less than 
1% were permitted. If the shortages in a store exceeded that 
percentage and no adequate explanation was made, the store man- 
ager was dismissed from the company’s employ. 

The Everman Stores Company had not undertaken to develop 
any private brands. A large part of the goods which it sold bore 
manufacturers’ trade-marks, and many of the items were nation- 
ally advertised; the remainder carried wholesalers’ private brands 
or were unbranded. Some of the wholesalers’ private brands and 
manufacturers’ brands, although not advertised nationally, were 
well known in the state in which the Everman stores were located. 
The general manager pointed out that the successful introduction 
of a private brand required extensive advertising and that it might 
be difficult for the company always to obtain a high and uniform 
grade of merchandise for private brands. Customers, moreover, 
frequently demanded nationally advertised merchandise. The 


556 HARVARD BUSINESS REPORTS 


general manager favored a policy of buying widely advertised 
brands of goods directly from the manufacturers whenever pos- 
sible. In June, more than half the purchases for the Altworth 
stores, he estimated, were made directly from the manufacturers 
at the same prices and upon the same terms that were granted 
wholesalers. The general manager recognized a need for more 
centralized control of buying for the stores outside of Altworth. 

In the opinion of several executives, it was possible that if the 
Everman Stores Company organized a wholesale company, as 
suggested by the firm of purchasing agents, and accepted the serv- 
ices of that firm in buying private brand and unbranded merchan- 
dise, the gross margin percentages obtained by the stores would be 
improved. If a wholesale company were organized, it probably 
would be located in Altworth. This would make it possible for 
the Everman Stores Company to dispense with the Altworth 
warehouse, since all the purchases of the stores could be made 
from the wholesale company and all goods shipped directly from 
that company to the stores. The executives had not made an 
estimate of the cost of organizing and operating a wholesale com- 
pany. 

Eighteen of the 29 stores in July showed an operating loss. 
Store number 2 had sales larger than those of any other store and 
also a larger profit in dollars. Its profit, in fact, was several hun- 
dred dollars larger than the profit for all the stores after deduc- 
tion of the losses of the 18 unprofitable stores. Store number 2 
was one of the oldest stores in the chain and its success was 
ascribed chiefly to the work of the store manager. Store number 
12, which was located the farthest from Altworth, showed a profit 
equal to 3.38% of its sales for the month. It seemed significant 
that 9 of the 11 Altworth stores operated at a loss during July. 
Those stores, since they were concentrated in one city and were 
closely supervised, might have been expected to show better re- 
sults than the stores outside of Altworth. The Altworth stores, 
moreover, had larger sales in most instances than did the other 
stores. 

For the month of August the company showed a net profit of | 
$4,170.97, which was almost half the total net profit for the 7 
months that the company had been in operation. In that month 
12 of the stores showed a loss; in the previous month, 18 had 
shown a loss and for the entire 7 months 15 showed a loss. All 
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but 2 of the Altworth stores operated at a profit in August, al- 
though 9 had shown a loss in July. These better results were 
shown in August in spite of the fact that expenses in that month 
amounted to 14.32% of sales as compared with 1 3.44% in July. 
Cost of goods sold in August, however, amounted to 82.36% of 
sales, whereas in July that cost represented 85.95% of sales. 
Sales of goods offered at reduced prices were 2.1% of total sales 
in August, compared with 2.4% in July. 

Of the stores outside of Altworth, store number 12, which was 
the farthest from Altworth, had the largest net profit in August, 
11.85% of sales. Store number 2, of those outside Altworth, had 
the largest volume of sales in the month, $8,000, and the smallest 
expense percentage, 10.5%. Cost of goods sold for that store, 
however, amounted to 82.35% of sales, as compared with 74.95% 
for store number 12, and net profit was only 7.1 5% of sales. The 
heaviest loss was experienced by store number 16, in which cost 
of goods sold actually amounted to 104. 59% of sales. With one 
exception, all the stores which had a gross margin of less than 
15% in August showed a net loss, whereas all those which had a 
gross margin of 207% or more showed a net profit. All those 
stores which had expenses amounting to 19% or more of sales 
showed a loss. 

The executives of the Everman Stores Company decided not 
to organize a wholesale company, for the time being at least, but 
to centralize purchasing for all the stores. The purchasing agent’s 
headquarters were in Altworth, and all the store managers made 
requisitions for purchases through him. By September, approxi- 
mately one-half of the merchandise required by the stores outside 
of Altworth was being shipped by freight from the Altworth ware- 
house. 

The amount spent for advertising also was reduced. In August, 
for instance, the advertising expense was $2,550, whereas in July 
it had been $2,850. The executives were of the opinion that the 
reduction in advertising expense would have no effect upon sales. 
The company obtained some publicity through the sale of pre- 
ferred stock to actual and potential customers in the territories 
in which the stores were located. 

Operating results for the seven months ending August 31 are 
shown in Exhibits 3 and 4. 
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CoMMENTARY: This case presents several significant problems in 
the organization and control of chain store companies. The first ques- 
tion relates to the utilizing of the services of the Chicago firm as pur- 
chasing agents. That firm in its letter pointed out that the chain store 
company could buy manufacturers’ advertised brands more advan- 
tageously otherwise than through the purchasing agents. It then pro- 
ceeded to state that “the real profit in the grocery business is generally 
admitted to be in staples, or goods that can be bought and sold on 
the market.” That implied that the profits were to be made from 
speculative buying. While the doctrine thus stated has wide currency, 
there are good reasons for attributing some of the unsatisfactory con- 
ditions in the grocery trade to such speculation. This is not the place, 
however, to enter into a discussion of speculative buying in the whole- 
sale grocery trade. It is sufficient to point out that chain store com- 
panies are properly merchandise distributors rather than merchandise 
speculators, and that the Everman Stores Company acted wisely in 
deciding not to employ the services of the firm of purchasing agents 
for the purposes suggested. 

It was essential for the company to centralize the purchasing for 
all stores and to have centralized control of selling prices. This is the 
second point of significance in the case. With stores scattered over 
a wide territory, centralized control of purchases and prices was cer- 
tain to encounter some obstacles. It is significant, however, that in 
June, 1926, for which data were presented in Exhibit 2, the rate of 
mark-up on merchandise in stores outside Altworth, not subject to 
centralized control, was less than the rate of mark-up on merchandise 
in stores subject to centralized control in Altworth. The purchasing 
and pricing of fruits and vegetables in the stores in Altworth, more- 
over, was not under centralized control, and on those goods the rate 
of mark-up was less than the mark-up on other merchandise in the 
same stores. This reflects the inevitable tendency for store managers, 
when given a free hand, to keep prices down in an effort to stimulate 
sales, even at a sacrifice of profits. 

The third point in this case relates to expense analysis. One of the 
advantages which accrues to the chain store type of organization is 
the opportunity that such organization affords for comparing the results 
shown by the various branches in order to establish standards of per- 
formance. The Everman Stores Company had a detailed classification 
of expenses by stores. The company apparently had not, however, 
computed expense ratios for analysis and the establishment of stand- 
ards. From the expense data in Exhibit 4 the ratios for expenses by 
stores have been computed for the purpose of illustrating this point. 
The ratios are given in Exhibit 5. 
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It is to be noted that store salaries and wages ranged from 2.99% 
of net sales (Store 106) to 10.93% (Store 18). When these data for 
store salaries and wages are classified, the following results are shown: 


SALARIES AND WAGES 
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Over one-half the stores had a ratio for store salaries of less than 6%. 
The arithmetical average for all stores was 5.2%. Hence it appears 
that 6% could have been adopted as a tentative maximum standard, 
with expectation of reducing the ratio eventually to an even lower 
figure as sales increased in volume. This analysis indicates which 
stores were out of line in this item; they deserved individual considera- 
tion, to ascertain the precise causes for the abnormally high ratios. 

Similar comparisons bring out significant points on the other items 
of expense. Take rent, for example, which ranged in the grocery 
stores from 1.38% to 11.21%. The expense for ice in the grocery stores 
generally was less than 0.2%, but in Store 111 it was 0.63% and in 
Store 18, 1.14%. That comparison places the question marks. These 
examples suffice to show the method of using such ratios for expense 
analysis and for the establishment of normal standards. 

This case, finally, shows some of the difficulties of operating a chain 
store company with branches located in widely scattered communities. 
It is desirable to meet local conditions in each community, and yet 
it is dangerous to grant a large range of discretion to the chain store 
managers. It is difficult, furthermore, to exercise close supervision over 
the scattered stores. The Everman Stores Company very likely would 
be able to surmount these obstacles, but in the grocery trade it was 
not in as favorable a position as a chain store company operating within 
a compact area. 


February, 1927 M.T.C. 


TARPON ComPpaANy! 
MANUFACTURER—HOUSEHOLD PRODUCTS 


AccounTINc—Centralized Preparation of Sales Records. The controller of a 
company which manufactured a group of products in general household 
use throughout the United States proposed that, in addition to the 
quarterly profit and loss statement which he prepared for the company 
as a whole, he be allowed to prepare a statement for each sales district. 
This proposal was in line with his conviction that all reports of sales and 
sales expenses, even those used solely by the sales manager for control 
purposes, should be prepared by his division instead of by the general 
sales office as they then were. The directors refused the controller’s 
request on the grounds that the work of preparing reports of sales and 
sales expenses by districts was being satisfactorily performed by the sales 
department and that those reports in connection with the controller’s 
profit and loss statement for the company as a whole gave the general 
officers and directors adequate information. 


AccounTiInc—Methods of Expense Distribution in Profit and Loss State- 
ments. A company manufacturing a group of products in general house- 
hold use appointed a controller to develop reports which would show to 
the general officers and directors the significant results of the company’s 
operations. In developing a profit and loss statement for this purpose 
the controller decided to charge all expenses either to the manufacturing 
operations or to the sales operations of the company; administrative 
expenses were divided between those two groups. All the records used 
by the sales manager in controlling sales activities were prepared in the 
sales department, and the controller undertook, in developing the selling 
expense section of the profit and loss statement, to follow in so far as 
possible the expense classifications used by the sales department. 


SALES PLANNING—Unit of Measurement in Sales Analyses. The general 
sales manager of a company which manufactured a group of package 
products in general household use throughout the United States was con- 
vinced that neither figures for sales in dollars nor for sales in cases pro- 
vided a satisfactory basis for comparing sales results or for setting 
salesmen’s sales quotas; some of the products were subject to price 
fluctuations, and the packages used varied in size. The general sales 
manager decided that for purposes of sales control the number of cases 
sold of each product should be expressed in terms of a specified product, 
which was packed in cases containing 96 packages, and weighted in ac- 
cordance with the normal price relationship between the product sold and 
that specified. 


(1919-1926) 





1 Fictitious name. 
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The Tarpon Company manufactured and sold nationally to 
wholesale and retail grocers a group of products which were in 
general household use. In 1919 the company appointed a con- 
troller to coordinate the accounting activities of the organization 
with a view to preparing reports for executives which would 
show the significant results of the company’s operations. 

Factory costs and expenses had been compiled separately for 
the two divisions into which the company grouped its products; 
those so-called product group departments occupied separate 
buildings and used different raw materials. No difficulty had 
been experienced in accumulating separate factory cost data for 
the two departments, and it seemed desirable that at least an 
estimated profit and loss statement should be compiled for each. 
The general officers and the directors of the company desired a 
formal profit and loss statement in consolidated form only, but 
they wished information to be available which would permit 
analysis of the results of either of the product group depart- 
ments. No expense budgets were maintained, either for any 
particular department or for the company as a whole, and it 
was not proposed that such budgets should be established. 

For some years the general sales manager had maintained 
territorial sales and expense records which in his opinion formed 
a satisfactory basis for control of individual sales districts. Those 
records were compiled from reports which passed through the 
sales department for approval prior to being sent to the account- 
ing department for recording on the general books. No reports of 
sales activities were prepared regularly by the accounting de- 
partment. 

It was necessary for the controller to develop a classification 
of selling expense accounts for the profit and loss statement of 
the business as a whole in order to facilitate general control by 
the officers and directors. It also was necessary to decide, in 
accordance with the profit and loss statement classification, 
what prorations of expenses should be made to the product group 
departments to permit detailed analysis of the profits or losses 
obtained by each department. Inasmuch as the general sales 
manager already had developed his own records of sales and 
selling expenses, two of the major problems faced in developing 
the control division were the extent to which the expense classi- 
fications used by the sales department should be followed by 
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the accounting department and the extent to which records pre- 
pared by the control division should duplicate or replace the 
sales records already maintained in the general sales office. 

Not only the sales activities of the company but also the adver- 
tising and other sales promotion activities were under the direct 
supervision of the general sales manager, who was responsible to 
the general manager and the board of directors. The general 
sales manager was aided by an assistant general sales manager, 
an advertising manager, and 20 district sales managers. Under 
the supervision of the general sales manager, the advertising man- 
ager had complete charge of the administration of the advertis- 
ing and sales promotion policies of the company. Each district 
sales manager had direct charge of a group of salesmen in his 
district and general supervision over canvassers, window trim- 
mers, and demonstrators, who assisted the salesmen in promot: 
ing sales. The company employed about 250 salesmen. 

District sales managers were expected not only to supervise 
the selling and clerical activities of their districts but also to 
call in person on the more important wholesalers and chain-store 
buyers in their districts. The district sales managers hired their 
own salesmen, the number of salesmen permitted in each district 
depending upon the population of the district. Company regula- 
tions specified the number of sales assistants which could be 
allotted to each salesman; in general, the hiring of such assist- 
ants was left to the judgment of the salesmen. 

No separation was made in the sales organization either for 
the individual products or for the two groups of products; each 
salesman sold the full line of articles manufactured by the com- 
pany. The general sales manager, therefore, did not wish to 
have sales control information classified separately for the prod- 
uct group departments. He deemed it important, however, that 
the information should be classified by sales districts, in order 
that comparisons might be made between the results of the sev- 
eral districts and that each district sales manager could be held 
responsible for results in his own district. 

The sales policy of the company provided for distribution 
through wholesale grocers, rather than directly to retailers, in 
the southern and western sections of the United States, where 
retail grocery stores were comparatively scattered. In the North, 
however, a number of cities were known as “direct selling points, » 
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and in those cities Tarpon salesmen sold directly to retail grocers. 
In direct selling cities the bulk of the company’s sales were made 
directly to retailers, although in each city some sales were made 
to wholesalers who supplied either the small metropolitan retail 
stores or stores located in suburbs; in direct selling cities Tarpon 
salesmen accepted no orders from retailers to be turned over to 
wholesalers. In the southern states, where the company did not 
sell directly to retailers, Tarpon salesmen regularly solicited 
orders from retailers for the accounts of wholesalers. In a num- 
ber of cities throughout the United States extensive sales were 
made to chain store companies. In direct selling points each 
salesman had a territory in which he solicited orders from re- 
tailers, while in non-direct selling territories each salesman had 
a list of retailers among whom he did missionary work and a list 
of wholesalers from whom he solicited orders. 

At its direct selling points, the company would accept an order 
for five cases or more from any retailer, provided he had paid 
for the last shipment made to him, even if his account was not 
due, or was a new customer who had not made a previous pur- 
chase from the company. If a retailer required less than five 
cases of Tarpon products on one order, he was expected to buy 
from a wholesaler. The company’s prices to retailers were 15 
cents per 96-package case above the regular prices to whole- 
salers, and the credit terms to retailers were 2% to days, net 
30 days. At the direct selling points the company maintained a 
staff of workers to make collections from the retailers to whom 
the company had sold directly. The company’s policy of refus- 
ing to sell to retailers until they had paid for their previous pur- 
chases made it essential for the collectors and the salesmen to 
maintain close contacts and for the collectors to be under the 
general supervision of the district sales managers. The con- 
troller rather than the district sales managers, however, exercised 
final authority over the district credit offices. In direct selling 
cities the company made free deliveries to retailers in quantities 
of five cases or more. 

Credit terms to wholesalers in the North were 2% 10 days, 
net 30 days; while in southern and western districts credit terms 
were 2% 15 days, net 60 days; and in Pacific Coast cities credit 
terms were 2% 30 days, net 90 days if shipment was made 
directly from the factory, and 2% 10 days, net 30 days if deliv- 
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ery was made from the San Francisco warehouse of the company. 
A minimum order of 25 cases was required from wholesalers. 
The order could be either for a single product or could be made 
up of mixed lots of the company’s products. On sales to whole- 
salers the company paid the freight to any station east of the 
Mississippi River; shipments were made west of the Mississippi 
in carload lots only. 

A discount was allowed by the company on all carload ship- 
ments to customers, whether made up of mixed lots or of a single 
product, except in the comparatively rare instances in which 
carload shipments were made from the branch warehouses. AlI- 
though the amount of the discount varied with the weight and 
the value of the different Tarpon products, it coincided approxi- 
mately with the saving in freight made possible by carload ship- 
ments. At a wholesaler’s request, drop shipments in units of 5 
cases or more were made to retailers in cities in which the whole- 
saler had no warehouse; in any city in which the wholesaler had 
a warehouse, drop shipments were not permitted for quantities 
of less than 25 cases. 

Tarpon products were sold only in package form. In general, 
they were packed in cases containing from two dozen packages 
to eight dozen packages, depending on the size of the packages. 

The company issued three printed price lists on which prices 
were shown by cases for each style of packing of each product. 
The direct selling price list showed the prices at which the com- 
pany sold directly to retailers. The wholesale cost price list 
showed the prices at which the company sold to wholesalers. The 
wholesale selling price list showed for 1, 5, 10, and 25 cases the 
prices at which Tarpon Company salesmen accepted orders from 
retailers to be turned over to wholesalers to be filled; prices on 
this list were graduated according to the quantities involved. The 
company did not attempt to enforce the maintenance of standard 
resale prices by retailers, but it expected wholesalers to conform 
: general to the prices indicated on the wholesale selling price 
ist. 

A differential based on 15 cents a case of 96 packages existed 
between the direct selling price list and the wholesale cost price 
list; this differential had been established when the company 
began selling directly to retailers and had been expected to 
provide for losses from bad debts which might occur under the 
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company’s policy of making an initial sale of 5 cases to any 
retailer in the direct selling territories, without reference to his 
credit standing. 

The gross margin which a wholesaler obtained on Tarpon prod- 
ucts depended both on the size of his purchases from the com- 
pany and on the size of the individual orders that he secured or 
accepted from retail grocers. For example, the price to a whole- 
saler for “Product A” was $5.75 a case for lots of between 25 
cases and a carload and was $5.625 a case for carload lots. The 
maximum price at which Tarpon salesmen accepted orders for 
Product A from retailers for wholesalers’ accounts was $6.35 for 
a single case, and the minimum price was $6.20 a case for orders 
involving at least 25 cases. Thus a wholesaler’s gross margin 
on Product A, exclusive of cash discounts, might vary between 
7.25% and 11.4%; this product was the oldest and most firmly 
established article manufactured by the Tarpon Company. 

For all styles and sizes of Tarpon products the average gross 
margin to the wholesaler, based on cost before deduction of cash 
discounts and on purchases in less-than-carload lots, was 10.3 7 
of the wholesale selling price on sales of less than 5 cases, 9.2% 
on sales of from 5 to 9 cases, 8.1% on sales of from 10 to 24 
cases, and 7.0% on sales of 25 cases or more. If, however, the 
wholesaler had purchased in carload quantities, the average gross 
margins on sales in those quantities, exclusive of cash discounts, 
were 11.6%, 10.6%, 9.5%, and 8.4%, respectively. These vari- 
ations in gross margin encouraged both wholesalers and retailers 
to order Tarpon products in relatively large quantities; the lower 
gross margins which the wholesaler obtained on the larger unit 
sales to retailers were offset by the smaller expenses involved in 
the larger sales. 

In certain sales districts three types of orders thus might be 
taken by Tarpon salesmen: orders from retailers to be filled 
by the company; orders from wholesalers to be filled by the 
company; and orders from retailers to be filled by wholesalers. 
Practically all orders for carload lots were shipped from the 
factory. Orders which the company accepted from unit stores 
in direct selling cities, as well as orders for less-than-carload lots 
accepted from wholesalers or chain store companies in direct sell- 
ing cities, were filled from stocks maintained by the company 
in public storage warehouses in those cities. Less-than-carload 
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orders from wholesalers and chain store companies in non-direct 
selling cities were filled either from district warehouse stocks or 
from the factory, depending upon the relative accessibility of 
the stocks to the customers’ cities. Drop shipments ordinarily 
were made from the factory; if, however, freight charges were 
lower on the basis of a carload rate to the warehouse and a 
less-than-carload rate to destination than on the basis of a less- 
than-carload rate from the factory to the destination, the traffic 
manager released drop shipments from the most accessible ware- 
house. Invoicing always was done at the point of shipment of 
the products ordered. It was desirable in recording sales to dis- 
tinguish, for stock control purposes, between orders which were 
to be filled by the company from factory stocks and orders 
which were to be filled from the branch warehouse stocks; it was 
necessary to exclude from the sales records, of course, orders 
which were to be turned over to wholesalers to be filled. 

The general sales manager held his district sales managers 
responsible for the detailed supervision of their districts, and 
desired to make regular examinations of reports in summary form 
only. He preferred that his district sales managers should main- 
tain control by means of frequent visits to their territories and 
by their personal sales activities among the more important cus- 
tomers, rather than through the examination of a large number 
of detailed reports from the salesmen. 

Records of orders received, which for purposes of sales control 
were regarded as sales, were secured from daily sales records 
compiled by the salesmen from their order forms. ‘Two order 
forms were used; the one shown as Exhibit 1 was used for both 
wholesalers’ and retailers’ orders in direct selling territories, and 
the one shown as Exhibit 2 was used for orders from wholesalers 
in non-direct or “country” territories and for orders taken in 
either direct selling or country territories from retailers for the 
accounts of wholesalers. 

No duplicate of the form shown as Exhibit 1 was made by the 
salesman unless a copy was requested by the customer, nor was 
the customer required to sign the order; such orders were subject 
to cancellation and were not regarded as constituting contracts. 
The form shown as Exhibit 2, unlike Exhibit 1, required the 
signature of the buyer and was considered by the Tarpon Com- 
pany as a binding contract; all orders taken from retailers on 
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Exhibit 1; Order form for direct selling territories. 


Exhibit 2 were subject to acceptance by the designated whole- 
salers, while wholesalers’ orders written on that form had to be 
accepted at the district sales office before becoming valid. 
Retailers’ orders taken on the form shown as Exhibit 2, after 
having been signed by the retailers, usually were taken to the 
designated wholesalers by the Tarpon salesmen for acceptance, 
and the salesmen at that time customarily solicited orders from 
the wholesalers. If the wholesaler designated by a retailer re- 
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Exhibit 2: Order form for country territories. 
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fused to accept the order, the Tarpon salesman undertook to 
secure its acceptance by some other wholesaler in the locality. A 
carbon copy of the retailer’s order was forwarded to the district 
sales office after acceptance of the order by the wholesaler. In 
the case of an order secured on Exhibit 2 by a Tarpon salesman 
from a wholesaler, the original was sent to the general sales 
office after the order had been accepted by the district sales 
manager, and a carbon copy was kept at the district sales office. 

Two forms were provided for the salesmen’s use in reporting 
a summary of their daily sales, a “daily report—direct selling 
points,” as illustrated in Exhibit 3, and a “daily report—country 
sales,” as illustrated in Exhibit 4. The entries on those forms 
were for quantities, not for values in dollars and cents. At the 
close of the day each salesman filled out his daily sales reports. 
Exhibit 3 was used by each salesman to record the orders ac- 
cepted from retailers, chain store companies, and wholesalers in 
direct selling cities. No distribution was made on this report 
between the several types of customers, although the sales ex- 
ecutives’ familiarity with the names of customers made such 
classification possible. Orders from wholesalers and chain store 
companies in country territories were recorded in the “Direct 
Shipment” section of Exhibit 4. Orders taken from retailers 
to be turned over to wholesalers were recorded in the “From 
Wholesaler’s Stock” section of that exhibit. Provision was made 
on each of the forms for a record of the balance of orders re- 
ceived to date in quantities for each style of packing of each 
product. The final figure for the last day of the month thus 
showed by products the total quantity of merchandise for which 
orders had been received during the month. These summary 
reports were forwarded daily in duplicate to the district sales 
offices, and from those offices copies were sent to the general 
sales office. 

In 1925 a monthly sales report was instituted upon the sug- 
gestion of one of the district sales managers. The purpose of the 
report was to provide closer contact between the general sales 
office and the individual salesman. ‘This report, illustrated in 
Exhibit 5, was filled in daily at the district sales office for each 
salesman from the data on his daily sales reports and showed, 
in quantities for each product on the basis of the principal class 
of packing of the product, summaries of the orders received from 
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wholesalers, the orders taken from retailers and accepted by 
wholesalers, the sales made directly to retailers, and the orders 
received by mail or telephone; chain store companies were in- 
cluded under the designation “retailers.” Orders received by 
mail or telephone, including those for drop shipments, were 
credited to the accounts of the salesmen in whose territories the 
customers were located; such orders were filled out on the usual 
forms, and copies sent to the salesman and to his district sales 
office. 

The monthly sales report of each salesman was mailed at the 
end of the month to the general sales office. In that office a clerk 
recorded in the lower right-hand corner the quota in cases, by 
products, which had been assigned to the salesman. A unit 
system, as described later, had been developed for use in sales 
analysis work; the quota in cases by products was recomputed 
to the unit basis, as were the sales for the month. In the lower 
left-hand corner of the report the salesman’s rating for the month 
was entered. This rating was based on the salesman’s sales units 
for the current month as compared with one-twelfth of the total 
units in his quota for the year. Prizes were given the salesmen 
having the highest monthly ratings. After the reports had been 
scored and the points recorded at the general sales office, the 
reports were returned to the salesmen. 

Upon receipt of orders on Exhibit 1 at a district sales office, 
all orders from wholesalers and chain store companies for which 
immediate delivery was not required were forwarded to the 
general sales office. These orders usually were for carload ship- 
ments. No copies of these orders were maintained in the district 
sales office; the data were available for reference, however, on 
the salesmen’s daily reports. Orders from retailers and those 
orders from wholesalers which required immediate delivery were 
handled entirely under the supervision of the district sales office. 
This necessitated provision for invoicing, delivery, and collec- 
tion. Orders received from retailers were checked against the 
ledgers to ascertain whether there were open charges against the 
customers; if there were none, the orders were approved by the 
credit department and invoices were prepared in duplicate. 

The company in a majority of its sales districts did not main- 
tain its own delivery equipment but patronized local express com- 
panies on a commission basis. This situation, together with the 
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Exhibit 5: Monthly sales report. 
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use of public storage warehouses, necessitated a system of author- 
ization records for use by the warehousing and delivery com- 
panies. From the invoices, traffic sheets, showing by delivery 
routes the number of cases of each product to be delivered, were 
prepared, not only for the districts in which the company used the 
services of express companies, but also for those districts in which 
it provided its own delivery service. Those sheets, as corrected 
after the deliveries were made, showed by products the quantities 
withdrawn from warehouse stocks. 

The man making the deliveries obtained the signatures of the 
customers on the duplicates of the invoices and left the originals 
of the invoices with the customers. The duplicates of the invoices 
were returned by the delivery man to the warehouse together with 
any merchandise which the customers had refused to accept. 
Notations of such refusals were made on the traffic sheets, as 
well as on the duplicates of the invoices, in order to maintain an 
accurate record of stocks still on hand in the warehouse. The 
duplicate invoices which had been receipted by the customers 
were returned by the warehouse to the district sales office, to- 
gether with a corrected copy of the traffic sheets. Copies of the 
traffic sheets kept at the district office then were corrected and 
sent to the general sales office, together with a summary list of 
the charges which had been posted to the customers’ ledgers from 
the receipted invoices for the deliveries shown on the traffic sheets. 

At the end of each day two types of recapitulation sheets cov- 
ering the day’s deliveries were drawn up from the traffic sheets. 
One recapitulation sheet showed for each product the quantities 
called for on each traffic, sheet and the total amount in dollars as 
posted to the ledgers. The other recapitulation sheet showed the 
classification by towns of the total number of cases for each 
product delivered for the day. Separate recapitulation sheets 
were made for deliveries to retailers, chain stores, and wholesalers. 
Similar recapitulation sheets were drawn up at the central office 
covering shipments made from the factory upon customers’ orders. 

From the daily recapitulations of the traffic sheets, monthly 
sales analyses were prepared for each sales district by the statis- 
tical department at the central office; these analyses showed by 
towns the number of cases of each size of each product delivered 
from either factory or district stocks. These reports were com- 
pleted as rapidly as possible following the close of the month and 
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usually were in the hands of the district sales managers by the 
twentieth of the following month. The reports were considered 
valuable to the district sales managers in checking the results of 
each salesman and in guiding salesmen in their concentration of 
sales efforts and in planning their activities. 

When a retailer’s account in a district office became 30 days 
old, it was turned over to the company’s collector in whose terri- 
tory the customer was located. At the end of each day each 
collector reported at the district sales office and turned in the cash 
which he had collected during the day; the collector’s daily report 
was checked against the accounts which had been given him for 
collection, and the required postings were made to the customers’ 
ledgers. 

A cashier’s window was maintained at each district sales office 
for receiving payments made by mail or by retailers coming in 
person to the office. These collections were checked against the 
ledger accounts and a summary report of so-called “window col- 
lections” was prepared which, together with a summary report of 
receipts turned in by collectors, was forwarded daily to the main 
office of the company, together with all cash and checks collected. 
Semimonthly check-ups were made of customers’ accounts receiv- 
able to make sure that no accounts were being overlooked. 

As previously stated, copies of the daily sales reports of the 
salesmen were maintained in the district sales offices, and other 
copies were forwarded to the general sales office. From the totals 
of the salesmen’s daily sales reports received in the office of the 
general sales manager, a “daily sales summary” was prepared on 
a form shown as Exhibit 6. This form showed for each style of 
packing of the products the total orders recorded for the day in 
number of cases according to the type of sales territory. 

The first section of the report, “Country,” showed for the day 
in question the quantities ordered by wholesalers for shipment 
from the factory. This did not include orders taken from retailers 
to be turned over to wholesalers, since such orders were not filled 
by the company. The second section of the daily sales summary 
form provided for recording orders received at direct selling 
points to be filled from the stocks at those points. The sum of 
the “country” sales and the “direct selling points” sales repre- 
sented total daily gross sales in quantities. Cancellations were 
entered under the heading “Deductions.” 
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Below the double line the daily sales summary form provided 
for a recapitulation of sales for the month to date; on the line 
designated ‘Grand Total” were entered the net sales in quantities 
recorded for the month up to the day of the report. “Gains” and 
“Losses”? represented a comparison, by products, of the net quan- 
tities sold to date during the month with the quantities sold during 
the corresponding period of the preceding year. The “Gain” and 
“Loss” spaces at the bottom of the form were used to show a 
comparison of the monthly sales of all products to date with those 
for the corresponding period of the same month of the previous 
year. The form also showed the total orders for the day for 
products of each of the two product group departments. This 
report was prepared in the office of the general sales manager; 
copies were sent to the general sales manager, the order division, 
the traffic department, and the factory. 

Although the company did not budget expenses, the general 
sales manager set a sales quota, in cases, for each product for each 
sales district; and the district sales manager prorated this quota 
to the salesmen in the district. On products for which at least 
some market had been developed in a given sales territory, the 
quotas were set on the basis of results secured for the previous 
year, the length of time during which the products had been sold 
in the territory, and the estimates of the general sales manager 
and of the district sales manager regarding general business con- 
ditions. The general sales manager aimed to establish quotas 
which could be attained by the exertion of the maximum sales 
effort that could be sustained throughout the year. Bonuses were 
given sales districts which attained or exceeded their quotas either 
for individual products or for all products. 

Charts were prepared for the general sales manager at the end 
of each quarter which showed by horizontal bars for each product 
the sales for the year to date as compared with the quota for the 
entire year. 

For analyses of sales, the general manager was convinced that 
neither dollar figures nor the number of cases gave adequate 
comparability either as between sales of the various salesmen and 
sales districts, sales of the various products, sales in relation to 
expense, or as between results for different periods of time. 
Variations existed between the products in the number of pack- 
ages per case and in the size and weight of the packages; for sev- 
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eral of the products the company’s selling prices fluctuated from 
time to time in general correspondence with the cost of raw 
materials; the weights of the items bore only slight relationship 
to their prices; and distinct variations existed in the range of 
prices per case for the different products. Because of the price 
fluctuations, the general sales manager was not satisfied with sales 
comparisons based on dollar figures only; his entire system of 
sales reports had been developed on the basis of orders received 
in terms of number of cases. In analyses of the distribution of 
each product, individually, this basis of comparison was satis- 
factory, but as a basis for comparisons involving more than one 
product it offered difficulties. 

Although he wished the sales comparisons to be independent 
of the influence of price fluctuations, the general sales manager 
considered it important that the comparisons should show for 
various periods the relative value to the company of the total 
orders taken by each salesman and in each sales district. Sales 
in cases or in packages did not show relative values. The desired 
figures were ones which would represent sales in physical quan- 
tities weighted in accordance with normal price relationships. A 
statistical device was needed which could be used for translating 
the quantities sold of a number of products, put up in packages 
of different sizes, into terms of a common unit so designed as 
to recognize the normal price relationships of the products. Ap- 
proximately 60% of the total sales of the company were of Prod- 
uct A, an article that was particularly subject to price variations, 
Until 1923 the general sales manager had divided the sales of all 
products in dollars by the price of one case of Product A to secure 
a statistical figure to represent total quantity sales. This was 
later deemed to be unfair to salesmen who sold large quantities 
of the other products, inasmuch as the prices of most of those 
products were lower than the price of Product A. 

The device finally adopted by the general sales manager was 
as follows: The normal price relationship of each product to 
Product A was computed. One 96-package case of Product A was 
taken as one unit. Each of the other products was assigned for 
each style of packing a unit value in general correspondence with 
the ratio which its normal price bore to that of Product A. The 
normal price per case for Product D, for example, was approx- 
imately 60% of that for Product A; one case of Product D, 
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therefore, was computed as 60% of one unit. Thus, if 213,695 
cases of Product A and 41,096 cases of Product D were sold dur- 
ing a period, the combined sales in units were 238,353; that is, 
213,695 X 100% +41,096 X60%=—=238,353. Unit values were es- 
tablished similarly for each style of packing of each of the com- 
pany’s products. This plan was deemed by the general sales 
manager to be satisfactory for all comparisons of sales, as well 
as for comparisons of the cost to sell for the different territories, 
either between different territories for the same period of time 
or for a single territory for several operating periods. 

Sales quotas, after they had been established on the basis of 
the number of cases of individual products, were computed in 
terms of units. The total annual quotas in units were obtained 
for the districts and for the different salesmen, and sales for each 
quarter were translated into units for comparison with the quotas. 

The sales reports thus far described were for the most part pre- 
pared in the sales department from information originating with 
the salesmen and were for use by the sales executives. It was 
necessary, of course, for the accounting department to obtain 
adequate records of the sales activities both in order to maintain 
control accounts for customers’ ledgers at district sales offices 
and at the central office and in order to accumulate a record of 
net sales for the periodic profit and loss statements. 

In this connection a difference of viewpoint developed. The 
general sales manager desired information which showed him the 
effectiveness of his personnel in securing orders for the company’s 
products, and consequently he was primarily interested in a 
record of “orders received,” while the accounting division was 
interested in a record of only those orders which had been filled 
and invoiced. The company had been growing constantly and 
orders had exceeded production, with the result that the factory 
commonly had produced to fill existing orders and seldom had 
manufactured goods for stock beyond the normal warehouse re- 
quirements. This situation often had caused material differences 
between “orders received,” and “billings” during a period. The 
difference was particularly noticeable in the records for a sales 
district where a single large shipment, because of its size, was 
delayed in leaving the factory. 

Records of billings, which were treated by the accounting 
department as sales, were obtained by that department from the 
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summary reports of charges compiled from the invoices at the 
district sales offices and at the main office. These records were 
classified by the accounting division according to the grouping 
used by the sales department, that is, as “direct selling point 
sales” and “country sales.” They were not classified by dis- 
tricts, however. 

District warehouse stocks of Tarpon products were under the 
control of the traffic department, which was located in the gen- 
eral offices of the company. This department also had charge of 
the movement of stocks from the factory, both to warehouses and 
customers, and of the delivery of the company’s products from 
warehouse stocks to customers. The copies of the traffic sheets 
and the recapitulations of those sheets which were forwarded 
daily from each district sales office to the general office permitted 
the traffic manager at all times to know what stocks were avail- 
able in the warehouses. 

In general, records of sales originated with the salesmen, passed 
through the district sales offices, where detailed compilations were 
made, and were forwarded to the general sales executives in 
summary form. For records of sales and collections the control 
division depended on summary reports of original records which 
were prepared in the district sales offices or in the general sales 
office and forwarded to the accounting and statistical divisions. 
From these summary records the controller prepared his reports 
for the management. Records of expenses incurred within a sales 
district followed a similar procedure. 

Semimonthly expense reports were submitted by each salesman 
on a form shown as Exhibit 7. These reports covered not only 
the salesman’s expenses but also the expenses of the sales promo- 
tion assistants, such as window trimmers and canvassers, who 
worked under his immediate supervision. On the back of the 
expense form the salesman itemized his personal expenses. The 
expenses for assistant salesmen, window trimmers, canvassers, and 
chauffeurs, and the automobile expense were taken in total from 
reports submitted by the assistants to the salesman. The sales- 
man forwarded these reports to the district sales office with his 
own reports. Expenses for livery, telephone, rent, and storage, 
and any substantial amounts of miscellaneous expense were sup- 
ported by vouchers submitted by the salesmen with their reports. 

Two automobile expense reports were submitted. One showed 
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Exhibit 7: Salesman’s expense report form. 
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the expenses incurred for automobiles used in supplying can- 
vassers with materials, in transporting window displays from the 
district headquarters to retail stores, or by the salesmen in calling 
on customers. The other automobile expense report showed ex- 
penses incurred for delivery cars in those sales districts which 
used the company’s own transportation facilities. The expense 
report form for delivery cars is illustrated by Exhibit 8. The 
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Exhibit 8: Automobile expense report for delivery cars. 
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expense report form for salesmen’s cars was the same except that 
the columns headed “Number of Deliveries” and ‘Number of 
Tons Carried” were omitted. On the backs of the automobile 
expense report forms were printed detailed instructions to guide 
the drivers in reporting expenses to the salesmen or to the district 
sales managers under whom they worked. Automobile expense 
was reported only at the end of each month, and consequently no 
entry was made for this item on the salesmen’s expense report for 
the middle of the month. 

Salesmen forwarded their semimonthly expense reports, made 
out in duplicate, to their district sales managers immediately upon 
the completion of the periods covered by the reports. The dis- 
trict sales managers examined them and, if they approved the 
expenses, forwarded one copy of the reports to the office of the 
general sales manager accompanied by reports of their own ex- 
penses made out on the same form. 

An expense summary sheet was maintained in the office of the 
general sales manager for each salesman and for each district sales 
manager. To these sheets were posted the data from the semi- 
monthly expense reports. The sheets provided spaces for each of 
the items of personal expense shown on the salesmen’s semi- 
monthly expense reports grouped by months. To these sum- 
mary sheets also were posted the totals of each of the expenses 
reported by the salesmen for their assistants and for automobiles 
under their control used in selling and sales promotion activities. 
Expense for delivery trucks was not included; this was the re- 
sponsibility of the traffic department. 

At the end of each month each district sales manager compiled 
a report of expense for salesmen’s salaries in his district during 
the month. This report consisted simply of a tabulation of the 
names of salesmen and the amount of salary due each. The 
original of this memorandum report was forwarded to the general 
sales manager and a copy was filed in the district sales office. The 
amounts of the salaries were posted to the salesmen’s expense 
summary sheets at the general sales office, and orders were drawn 
on the cash department for payments to-be made as designated. 

When the district sales manager had completed his report of 
salaries for the month, he had data available from which to com- 
pute the comparative results of each salesman. Copies of the 
salesmen’s daily reports on file in the district sales office showed 
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MONTHLY SALES RECORD 


Territory 


Sales for Month—96-Pk. Case Basis 


Expense _-/!5_ 224.46 Same Period Last Year 


3/3! 235.07 Cost to Sell 


225.00 | Sales—96-Pk. Bass 1434 
Salary ———$—$—$—$—$ $< $e 46 Cents per Case ales—96-Pk. Basis 


Total 684.53 Cost per Case 7) Cents 





Exhibit 9: Salesman’s monthly sales record. 


orders secured. Expenses of salesmen and of canvassers and other 
assistants were available from the salesmen’s semimonthly ex- 
pense reports. From this material a clerk in each district sales 
office compiled for each salesman a monthly sales record here 
illustrated as Exhibit 9. 

On the monthly sales record for each salesman the net orders 
obtained by the salesman were listed for each product in terms of 
96-package cases. For example, if the salesman had obtained 
orders for 15 of the 48-package cases of Product C during the 
first half of the month and for 4 of the 96-package cases during 
the last half of the month, the record was computed as follows: 


First half month, 15 48-package cases 7.5 96-package cases 
Second half month, 4 96-package cases 4.0 96-package cases 


Total II.5 96-package cases 


The total of orders secured for all products as computed on this 
basis was entered on the monthly record to the left of the totals 
for the separate products. 

The total of the expenses shown on the salesman’s two semi- 
monthly expense reports and the salesman’s salary for the month 
were entered in the lower left-hand corner of his monthly sales 
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record; no proration of district sales office expense was included 
in these items. Division of the total expense by sales expressed 
in terms of 96-package cases gave the figure for cost to sell per 
case. The form also provided for notation, in comparable terms, 
of the total quantity sold and the cost to sell per 96-package case 
for the same month of the previous year. 

The simple method by which sales were reduced to comparable 
terms on this report was entirely different from the unit method 
used by the general sales manager in computing sales quotas and 
total sales for each district. It seemed satisfactory, however, for 
use by the district sales executives in checking up the work of 
individual salesmen from month to month, and was not expected 
to serve as a permanent record upon which bonuses and promo- 
tions would be based. 

For a number of years the general sales manager had com- 
puted for each sales district a quarterly cost-to-sell figure which 
was based on the relationship between the orders obtained by 
salesmen in that district during the quarter and the total expenses 
incurred by the salesmen and their assistants as well as the other 
direct selling and sales promotion expenses incurred within the 
district during that period. It had been the view of the general 
sales manager that separate figures for each type of expense 
incurred were of no value to him in gauging the effectiveness of 
the several sales districts. 

The first item on the general sales manager’s cost-to-sell report 
for each sales district, as illustrated by Exhibit 10, was “Salaries 
and Expenses” and was compiled from the salesmen’s and the 
district manager’s expense summary sheets. It included sales- 
men’s salaries and bonuses; salesmen’s personal expenses, includ- 
ing railway and hotel expense; and the salaries and expenses of 
canvassers, window trimmers, and other assistants to salesmen. 
It also included expenses incurred at district sales offices for sales 
and sales promotion activities, including wages and office expense. 
The second heading represented the outlay within the sales dis- 
trict for special advertising such as newspaper advertising done in 
cooperation with local retailers. Expense of this type was re- 
ported by the district sales manager as a part of his own semi- 
monthly expense report. 

The third item of expense on the cost-to-sell report was desig- 
nated “Coupons.” One of the company’s principal methods of 
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Exhibit 10: District cost-to-sell report. 


sales promotion was the distribution from house to house of cou- 
pons which, under stated conditions, were redeemable at retail 
stores for standard-sized packages of the company’s products. 
The company’s salesmen collected the redeemed coupons from the 
retailers, and the company reimbursed the retailers for the mer- 
chandise which they had given to consumers in exchange for the 
coupons. The cost to the company of this type of sales promo- 
tion included, therefore, not only the expense of the distribution 
of the coupons by the canvassers, which was included with sales- 
men’s expenses, but also the redemption expense for merchandise 
given out by retail grocers in exchange for the coupons. In re- 
turning to the general sales office the coupons which they had 
collected from retailers, the salesmen used a special report form. 
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Payment to the retailers from whom the coupons were collected 
customarily was made by check after the coupons were received 
at the general sales office; in some instances, however, salesmen 
paid the retailers at the time of collection and in turn were reim- 
bursed from the general sales office. In any case, the actual pay- 
ment for the redemption of coupons was made at the main office 
and the expense incurred was charged to the district sales office 
coupon account and was included under the item “Coupons” on 
the cost-to-sell report. 

“Cost of Advertising Matter,” the fourth item on the cost-to- 
sell report, represented the cost of window displays and similar 
advertising matter shipped to district sales offices upon requisi- 
tions made by salesmen and approved by district sales managers. 
No report of this expense was kept at the district sales offices, 
since the expense could be recorded at the main office at the time 
of shipment to the district sales offices. The material was for use 
within the sales districts, however, and consequently was charged 
to the district sales managers’ expense accounts on the records of 
the general sales office. 

Information for the heading of ‘Automobile Expense (includ- 
ing Depreciation)” on the cost-to-sell report was secured from 
the automobile department and represented not only the expenses 
reported by salesmen and district sales managers on the monthly 
automobile expense report forms but also the interest and depre- 
ciation on those automobiles, which were computed in the office 
of the automobile department. 

A special report was prepared annually by the automobile de- 
partment for the general sales manager which showed for each 
automobile, by sales districts, the number of days operated, the 
number of miles operated, the cost per day, the cost per mile, 
direct expenses, and interest and depreciation. These data were 
combined for each territory to show the average cost per day, 
the average cost per mile, and the total expense; a recapitulation 
for all sales and sales promotion automobiles showed the total 
operating expense, interest and depreciation, profit or loss on all 
cars sold, and the total outlay. A similar report was prepared 
by the automobile department for the traffic manager, which 
showed in addition the relationship of expenses to number of 
deliveries and tonnage delivered. The general sales manager did 
not examine this report, since he considered this the responsibility 
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of the traffic managers, nor did he include delivery expense in his 
cost-to-sell report. 

“Total District Selling Expense” shown on the cost-to-sell 
report for a district represented not only the expenses incurred 
within the sales district but also those expenses which, while 
incurred at the general sales office, were directly chargeable to 
the district. No proration was made to the district sales office 
reports for general sales office salaries and expenses or for any 
general overhead expense, nor did the report include freight, deliv- 
ery, or warehousing expenses, which were under the control of 
the traffic manager. Similarly, the credit and collection expense 
was not included in the cost-to-sell report, since the credit man- 
ager was responsible for that expense. 

On the lower part of the cost-to-sell report were listed the com- 
pany’s products in each style of packing. Orders received for 
each style of packing of each product were entered in cases and 
in units computed on the basis of the unit values assigned as 
previously explained. Division of the total expense by the total 
number of sales units gave a figure for cost to sell per unit. In 
effect, this computation showed the cost to sell for all products 
on the basis of the cost to sell per case of Product A, the oldest 
and most widely sold product of the company, which had been 
assigned a value of one unit. 

In addition to the computation of the cost to sell per unit for 
each of the sales districts, there was prepared for the general 
sales manager on the same report form what was known as the 
“Cost to Sell Everywhere.” This report included not only the 
totals for each of the expenses shown on the district reports but 
also the salaries and other direct expenses of the general sales 
office. 

The general sales manager stated that the cost-to-sell reports, 
in connection with the reports which he received showing sales 
in comparison with quotas, afforded him ample statistical mate- 
rial for controlling the activities of his district sales managers. 
The cost-to-sell reports usually were available within 20 days 
after the end of the period covered. 

Beginning in 1926, the general sales manager was made a mem- 
ber of a newly formed executive committee which consisted of the 
general officers of the company and all major department heads. 
All members of this executive committee received the quarterly 
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profit and loss statements prepared by the controller. The gen- 
eral sales manager stated that although the profit and loss state- 
ments undoubtedly were necessary for the general officers of the 
company, they were of slight value to him in controlling sales 
activities, inasmuch as the profit and loss statements were the 
result not only of sales activities but also of manufacturing oper- 
ations, were based on invoices rather than on orders received, and 
did not segregate charges which were controllable by himself or 
by his district sales managers. 

Although satisfactory control of sales activities seemingly was 
afforded by the system of records in use, those records did not 
serve to show the relationship of the sales department to the 
other phases of the company’s business. The newly appointed 
controller was expected to prepare data for the general officers 
and directors which would show net sales in relation to the costs 
of conducting each phase of the company’s activities. The basic 
form in which such data customarily were summarized was the 
profit and loss statement. 

In developing the profit and loss statement the controller’s 
first task was to decide as to the major headings under which 
expenses should be grouped. The general officers were of the 
opinion that the company’s activities naturally fell into two 
groups, activities of production and activities of distribution, and 
that all the company’s expenses were incurred for the benefit of 
one or the other of these divisions and, consequently, should be 
charged to them. The production or factory division was charged 
with the costs of producing and packaging the company’s prod- 
ucts, including raw materials, factory labor, other direct expenses, 
factory warehousing, and all indirect or overhead expenses which 
were attributable to preparing the products for sale. Expenses 
for selling, sales promotion, shipping, district warehousing, traffic 
control, credits and collections, and related activities, were re- 
garded as properly chargeable to the sales division. All general 
administrative expenses not fairly chargeable to the factory divi- 
sion were charged to the sales division as part of the cost of 
distribution. In recognition of the distinction between the actual 
selling activities, which were the function of the sales department, 
and those general administrative activities involved in distribu- 
tion, the total non-factory expense was known as “Total Selling 
and Administrative Expense.” 
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All directors of the company were actively engaged in admin- 
istrative activities; by agreement among themselves, the con- 
troller was furnished with a schedule showing the proportions of 
their individual salaries which should be charged to the factory 
division and the sales division, respectively. This proration was 
based on the approximate concentration of the directors’ and gen- 
eral officers’ time on the work of the two divisions. 

In accordance with the general principle of division of expense 
which had been established, the two main groupings of expense 
on the profit and loss statement were “Total Manufacturing 
Costs and Expenses,” including the net cost of manufacturing 
after adjustment for inventories, and “Total Selling and Admin- 
istrative Expenses,” including not only those items of expense 
which were to some degree controllable by the general sales man- 
ager, but also charges which, although incurred for other than 
the factory activities of the company, were beyond his control. 
It was in developing this segment of the profit and loss statement 
that the controller had the problem of coordinating the accounting 
records with the records of sales and expenses maintained by the 
general sales manager. The development of the “Total Manufac- 
turing Costs and Expenses” section is not discussed here, inas- 
much as there was no overlapping between those accounts and the 
records of the sales department. “Net Profit or Loss” on the 
profit and loss statement was the difference between net sales and 
the sum of the two general groups into which expenses were gath- 
ered. 

In developing the “Total Selling and Administrative Expense” 
segment of the profit and loss statement the controller desired, 
in so far as possible, to follow the general plan already in use 
by the sales department for the district cost-to-sell reports. On 
the profit and loss statement, however, it was deemed necessary 
to include additional expenses which the general sales manager 
excluded from his reports on the grounds that they were not 
within his control. The controller decided to establish accounts 
not only for selling departments but also for auxiliary depart- 
ments, known as “Indirect Departments,” such as traffic and 
shipping, stable and garage, accounting, statistical, and other 
administrative office departments. It also was necessary to pro- 
vide for the inclusion on the profit and loss statement of such 
charges as taxes, insurance, equipment, repairs, and similar ex- 
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penses which, while not incurred directly by the sales division, 
were deemed to be chargeable to it. 

“Total Selling and Administrative Expense” on the profit and 
loss statement was subdivided by the controller into four major 
groups of expenses: “Total Salesmen’s Salaries, Expenses, etc,’’; 
“Total Shipping Expense”; “Total Promotion Expense”; and 
“Total Administrative Expense.” 

Under the blanket heading of “Total Salesmen’s Salaries, 
Expenses, etc.” expenses, after 1924, were subdivided as fol- 
lows: “General Sales Department—Office Salaries and Wages”; 
“Salesmen’s Salaries and Wages”; ‘“‘Salesmen’s Expenses”; ‘“‘Sales 
District Automobiles and Trucks”; “Sales District Collectors”; 
“Commissions”; “Conventions”; and “Supplies and Sundries.” 

“General Sales Department—Office Salaries and Wages” in- 
cluded the salaries of the general sales manager, the assistant 
general sales manager, and the advertising manager, and also the 
salaries and wages of the personnel of the general sales office. 
The record of these expenses was obtained by the controller from 
operating accounts which he established for the accumulation of 
such charges as they were incurred; they amounted to less than 
1% of the company’s “Total Selling and Administrative Ex- 
pense” in 1925.” 

“Salesmen’s Salaries and Wages” included the salaries regu- 
larly received by district sales managers and salesmen and the 
bonuses and special prizes which were distributed from time to 
time. ‘Salesmen’s Salaries and Wages” were accumulated by 
the accounting department from the disbursement vouchers drawn 
by the general sales office on the cashier at the time the memoran- 
dum salary reports were received from the district sales managers. 
They amounted to less than 7% of the “Total Selling and Admin- 
istrative Expense” for 1925. 

In the profit and loss statements prepared by the controller 
during the period from 1921 to 1924 there were included under 
the heading of ‘“‘Salesmen’s Expenses” not only the personal 
expenses of salesmen but also the salaries and expenses of such 
salesmen’s assistants as window trimmers and canvassers. Early 





2 On the actual profit and loss statement of the company, expenses were expressed 
in ratio to net sales. In this case, however, ratios to “Total Selling and Adminis- 
trative Expense” have been used in accordance with the expressed desire of the 
company that the ratios to total net sales be not disclosed. 
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in 1924, however, the controller of the company became con- 
vinced that the expense heading “Salesmen’s Expenses” repre- 
sented such a substantial proportion of the total selling and 
administrative expense and involved such a large amount in dol- 
lars that more detailed subdivision was needed. Accordingly, in 
1924, the group of expenses known as “Salesmen’s Expenses” 
was subdivided, and separate items were shown on the profit and 
loss statement for ‘“Salesmen’s Expenses”; “Window Trimmers 
—Salaries and Expenses”; ““(Canvassers—Salaries and Expenses”; 
and “Other Assistants—Salaries and Expenses.” 

This subdivision of expenses had the further advantage of 
showing sales promotion costs and selling costs separately. Under 
the sales manager’s method of including as a part of salesmen’s 
expenses the salaries and expenses of canvassers, for example, it 
was not possible without special study of original reports to 
obtain a complete record of the cost of sales promotion activities. 
Prior to the change in 1924, the cost of redeeming canvassers’ 
coupons had been shown by itself, but the cost of distributing 
those coupons had been included with “Salesmen’s Expenses.” 
With the subdivision of ““(Canvassers—Salaries and Expenses” on 
the profit and loss statement it was possible to determine the 
relationship between the expense of distributing canvassers’ cou- 
pons and the expense of reimbursing retail grocers for the mer- 
chandise which they gave to consumers in exchange for the 
coupons. This subdivision of the expenses of salesmen’s field 
assistants also permitted comparison of the amounts spent for the 
various types of sales promotion activities. 

It was found that while “‘Salesmen’s Expenses” on the old basis 
amounted to 16.2% of the “Total Selling and Administrative 
Expense” for the year 1925, on the subdivided basis ‘“Sales- 
men’s Expenses” amounted to approximately 4%, “Window 
Trimmers—Salaries and Expenses” to 2%, ‘“Canvassers—Sal- 
aries and Expenses” to almost 9%, and “Other Assistants—Sal- 
aries and Expenses” to 114% of “Total Selling and Administra- 
tive Expense” for that year. The economical use of canvassers 
became of particular importance in the minds of the general offi- 
cers at that time, in view of the fact that expense for salesmen’s 
salaries and wages amounted to less than that for canvassers. 

The next subdivision of “Total Salesmen’s Salaries, Expenses, 
etc.” on the profit and loss statement was that for “Sales District 
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Automobiles and Trucks.” The reporting of expense for auto- 
mobiles and trucks used in the sales districts has been described; 
as the reports were received at the general sales office they were 
referred to the automobile department. In that department the 
operating costs, including insurance, taxes, and depreciation, were 
accumulated for all transit facilities of the company; the accounts 
were so classified, however, that at the end of the accounting 
period it was possible to secure a separate total for the expenses 
reported by district sales managers as contrasted with the other 
expenses of the department. The heading, “Sales District Auto- 
mobiles and Trucks,” represented expenses for automobiles used 
by salesmen and by the sales promotion force, and expenses for 
the company’s trucks used in sales districts in delivering merchan- 
dise. Expenses for automobiles used by salesmen and their sales 
promotion assistants were deemed to fall naturally under the 
group designation of “Total Salesmen’s Salaries, Expenses, etc.” 
in the case of owned delivery trucks this classification was 
thought to be logical because delivery trucks were used prin- 
cipally as a part of the program of direct sales to retailers and 
were in extensive use only at direct selling points; expense for 
delivery trucks included the wages of drivers. “Sales District 
Automobiles and Trucks” in 1925 amounted to 1%2% of the 
“Total Selling and Administrative Expense” of the company. 
Expense incurred for hired delivery service was not included 
under this heading. 

“Sales District Collectors” on the profit and loss statement 
represented the salaries and expenses of the collectors employed 
at direct selling points as well as credit department expense in- 
curred in the district credit offices. This heading amounted to 
nearly 2% of the “Total Selling and Administrative Expense” 
of the company in 1925. 

The heading “Commissions” on the profit and loss statement 
represented principally commissions to brokers. The company 
had begun to use brokers in 1923 primarily for the purpose of 
securing a wider distribution of some of its products, particularly 
in sections where it had not as yet established its own sales per- 
sonnel. In 1925 less than one-half of 1% of the “Total Selling 
and Administrative Expense” was represented by “Commissions.” 
The record of that expense was obtained for the profit and loss 
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statement directly from the accounts maintained on the books 
of the company with each of the brokers. 

It was a policy of the company to hold at intervals of several 
years conventions of salesmen at which the sales policies of the 
company were discussed. The expense involved in such con- 
ventions was material in view of the fact that the 250 salesmen 
in the employ of the company all attended them. The heading 
“Conventions” was placed on the profit and loss statement to 
avoid confusion of that expense with expenses which were in- 
curred regularly. The conventions were intended as a direct aid 
to the sales activities of the company. 

The remaining expense heading in the “Total Salesmen’s Sal- 
aries, Expense, etc.” group, “Supplies and Sundries,” represented 
a number of accounts maintained on the books of the company. 
This heading included not only the cost of supplies and sundries 
for sales offices and salesmen, but also the cost of repairs to 
furniture and equipment in the general and the district sales 
offices, the original cost of such furniture and equipment, and 
other incidental expenses incurred directly for either the general 
sales office or the district sales offices. Purchases of furniture and 
equipment were charged to expense; they were not capitalized 
and shown on the balance sheet. 

The next group of expenses on the profit and loss statement 
was “Total Shipping Expense.” Figures were shown separately 
for “Freight Outgoing,” “Rent, Storage, and Insurance,” “Traffic 
and Shipping,” and “Stable and Garage.” 

The heading ‘‘Freight Outgoing” represented expense incurred 
by the company in transporting its merchandise either from the 
factory to the district warehouses or to the cities in which cus- 
tomers were located. It also included delivery expense for the 
use of hired truckage, although in 1926 the controller was con- 
templating the advisability of including this expense with that 
for the company’s own delivery equipment. ‘Freight Outgoing” 
on the profit and loss statement amounted to approximately 15% 
of the “Total Selling and Administrative Expense” for 1925. 

The “Rent, Storage, and Insurance” heading covered charges 
incurred for warehousing and insuring the company’s products 
at points other than the factory warehouse. The heading also 
frequently included the rent of district sales offices, which, how- 
ever, was small. This group of expenses amounted to less than 
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2% of the “Total Selling and Administrative Expense” in 1925. 

“Traffic and Shipping” consisted of salaries and expenses for 
the traffic department and wages and expenses for the shipping 
department, including packing materials. This expense amounted 
to slightly over 3% of the “Total Selling and Administrative 
Expense” in 1925. 

The heading “Stable and Garage” on the profit and loss state- 
ment represented the expense for transportation facilities owned 
by the company and maintained at the factory; that expense 
for company owned transportation facilities, in other words, 
which was not included under “Sales District Automobiles and 
Trucks.” In addition to the expense of transportation facilities 
used in shipping the company’s merchandise, it included all over- 
head charges incurred in the maintenance of the company’s 
garage. This heading accounted for approximately 2% of the 
“Total Selling and Administrative Expense” in 1925. 

The next group of expenses on the profit and loss statement 
was known as “Total Promotion Expense.” ‘This expense was 
subdivided into “General Advertising” and “Coupons.” “Gen- 
eral Advertising” covered all expenses for advertising, including 
local advertising done within the sales districts as well as all 
newspaper, magazine, street car card, poster, and other adver- 
tising prepared and placed by the advertising department in the 
general sales offices. This expense amounted to almost one-third 
of the “Total Selling and Administrative Expense” of the com: 
pany in 1925. 

The heading “Coupons” represented the same charges as those 
shown under that heading on the cost-to-sell reports of the gen- 
eral sales manager—that is, the expense to the company of 
redeeming the coupons accepted by retailers from consumers. 
This expense amounted to approximately 12% of the “Total 
Selling and Administrative Expense” in 1925. 

The final group of expenses on the profit and loss statement 
was known as “Total Administrative Expense” and was shown 
under two headings: “Administrative Office” and “Executive.” 
“Administrative Office Expense,” amounting to approximately 
2% of “Total Selling and Administrative Expense” in 1925, 
covered the expenses for all general offices, such as the account- 
ing, statistical, order, credit, billing, customers’ ledger, and mail- 
ing, which could not be charged directly to any of the accounts 
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previously described. The general sales office was located in a 
building owned by the company, and no rent was charged to 
the sales department for its use. Similarly, district sales offices 
which occupied property owned by the company were charged 
no rental. A building account was maintained as a part of the 
“Administrative Office Expense,” to which were charged insur- 
ance, repairs, and maintenance expenses on buildings owned by 
the company. ‘Executive Expense,” amounting to less than one- 
half of 1% of “Total Selling and Administrative Expense,” cov- 
ered the salaries of the executives who were not engaged in the 
manufacturing activities of the company. 

In accordance with the classification of expenses outlined, the 
controller prepared the quarterly profit and loss statement for 
the total operations of the company, which showed in dollars and 
in ratio to net sales the data for each of the headings listed in 
Exhibit 11, for the current quarter, for the year to date, and for 
corresponding periods of the preceding year. 

The quarterly profit and loss statement and analysis of results 
prepared by the controller usually was in the hands of the mem- 
bers of the executive committee approximately 45 days after the 
close of the fiscal period, although most of the basic data were 
available in 30 days. The relatively slow compilation of this 
complete accounting report as contrasted with the general sales 
manager’s specialized cost-to-sell reports resulted from the neces- 
sity of closing the books for the period, compiling and summariz- 
ing the inventories, making the quarterly expense distribution, 
and analyzing the results. By quarterly expense distribution was 
meant the distribution of expenses from the accounts in which 
they were accumulated, such as “Rent,” “Insurance,” and 
“Taxes,” for instance, to the departmental accounts, such as “Ac- 
counting,” “Statistical,” “Advertising,” and “Traffic,” and event- 
ually to the summary accounts as they appeared on the profit and 
loss statement. According to the plan in effect in 1926, the 
accounting department did not keep accounts of individual ex- 
penses separately by sales districts; each account included the 
expense for the company as a whole. The adjustment of inven- 
tory data and the fact that the profit and loss statement was com- 
piled from regular ledger accounts which necessitated balancing 
were stated as the principal reasons for the difference of 10 days 
between the time required for preparation of the cost-to-sell re- 


a 


TARPON COMPANY 603 


EXHIBIT II 
PRroFit AND Loss STATEMENT 


MANUFACTURING COST AND EXPENSE 


Manufacturing Accounts in detail, including: 
Purchases of Raw Materials 
Direct and Indirect Manufacturing Expense 
(including Factory—Administrative) 
Inventory Adjustments 
Total Manufacturing Costs and Expenses 


SELLING AND ADMINISTRATIVE EXPENSE 
General Sales Office—Salaries and Wages 
Salesmen’s Salaries and Wages 
Salesmen’s Expenses 
Canvassers—Salaries and Expenses 
Window Trimmers—Salaries and Expenses 
Other Assistants—Salaries and Expenses 
Sales District Automobiles and Trucks 
Sales District—Collectors 
Commissions 
Conventions 
Supplies and Sundries 


Total Salesmen’s Salaries, Expenses, etc. 


Freight Outgoing 

Rent, Storage, and Insurance 
Traffic and Shipping 

Stable and Garage 


Total Shipping Expense 


General Advertising 
Coupons 
Total Promotion Expense 
Administrative—Office 
Executive 
Total Administrative Expense 
Total Selling and Administrative Expense 
Net Profit or Loss 
Net Sales 
rrr a rere 
port of the general sales manager and the availability of the basic 
data of sales cost for the company as a whole as shown by the 
profit and loss statement. 
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For the profit and loss statement which represented the oper- 
ations of the company as a whole, no problem of proration to 
the product group departments was involved in recording selling 
and administrative expense. As stated, however, the manufac- 
turing operations of the company were carried on by two separate 
product group departments, and factory costs and expenses were 
compiled for each. The relation of production costs to sales for 
the products of each department varied distinctly during a given 
operating period, and accordingly it was desirable to measure 
the relative profitableness of the two departments. It was de- 
cided that this could be done by prorating the “Total Selling 
and Administrative Expense” to the product group departments 
and preparing, not a formal profit and loss statement, but a so- 
called expense encyclopedia which would show separately for each 
product department the ratios existing between sales and selling 
and administrative expenses, as well as between sales and factory 
costs and expenses. It was recognized, in view of the fact that no 
separation was made for the product group departments in the 
sales organization, that such prorations of selling and adminis- 
trative expenses of necessity must be arbitrary. For a few items 
of expense shown on the profit and loss statement it was possible 
to secure records of direct charges for the products of the two 
departments. In the case of “Freight Outgoing” and “Storage 
and Insurance,” for instance, charges could be allocated to the 
product group departments on the basis of actual tonnage in- 
volved; expenses for “Commissions” also were shown separately 
by products. In general, however, the expenses were prorated to 
the product group departments on the basis of net sales. In the 
expense encyclopedia book maintained in the controller’s office 
there were shown for each operating period the ratios to net sales 
by product group departments of each of the headings on the 
profit and loss statement. 

In 1926 the controller stated that it had been his conviction 
for several years that quarterly profit and loss statements should 
be prepared by his department for each of the company’s sales 
districts. It was his opinion that the general officers and directors 
of the company should have available for each district not only 
the information shown on the cost-to-sell reports of the general 
sales manager but also those data which were excluded from the 
cost-to-sell reports but shown on the profit and loss statements. 


TARPON COMPANY 605 


For instance, expenses such as “Freight Outgoing” and “Storage 
and Insurance,” which were incurred for each sales district, should 
be shown in relation to the sales of that district. The controller 
hoped that eventually the control division would take over the 
work of compiling records which at that time were accumulated 
in the general sales office. He argued that sales and sales expense 
reports, even though used only for controlling district sales activi- 
ties, should be tied in with the accounting records of the com- 
pany and that all accounting and statistical reports should be 
centralized in the one control division. He was convinced that 
with his program in operation less confusion would result from 
discrepancies between different sets of records and that facility 
of control on the part of the general sales manager would be 
strengthened rather than weakened. He admitted that at the 
outset a slightly longer time would be required for the preparation 
of such reports, but he believed that when the system had been 
developed the reports could be prepared by the control division 
almost as rapidly as they then were prepared by the sales man- 
ager’s office. 

On several occasions the controller had suggested to the direc- 
tors that quarterly profit and loss statements should be estab- 
lished by sales districts. Decision on this suggestion had been 
delayed, however, since the records of the general sales manager 
furnished him adequate information for sales control and, when 
supplemented by the profit and loss statement, afforded sufficient 
data for use by the general officers and directors. 


ComMMENTARY: This case presents a multiplicity of issues on detailed 
points. For example, a technical question is presented on the selection 
of the statistical unit used by the general sales manager in setting 
quotas and in analyzing sales performances. That unit was one case 
of “Product A.” The method of converting the quantity figures for 
the sales of other products into Product A units amounted to a weight- 
ing of the sales figures in accordance with the normal differences in 
the prices for the various products. For control purposes these quan- 
titative figures, weighted by relative normal values, had two distinct 
advantages over figures for sales in dollars. The figures for sales in 
dollars were influenced by variations in the quantities sold at each of 
the company’s three scales of list prices. They also were affected by 
fluctuations in the general level of prices. Such fluctuations impair 
the utility of sales figures in dollars for making comparisons over a 
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period of several years. The plan which the general sales manager 
adopted avoided this obstacle. 

The decision of the controller in 1924 to have “Salaries and Ex- 
penses of Window Trimmers,” “Salaries and Expenses of Canvassers,” 
and “Salaries and Expenses of Other Salesmen’s Assistants” separated 
from “Salesmen’s Expenses” was sound. The sales activities of the 
company could be supervised and planned more intelligently by the 
general executives with these accounts subdivided. Such a distinction 
between selling expenses and sales promotion expenses was desirable. 
The segregation was not carried far enough on the profit and loss state- 
ment, however, for the sales promotion expenses just cited remained 
under the heading “Total Salesmen’s Salaries, Expense, etc.” instead 
of being placed under a heading of “Promotion Expense.” A complete 
statement of “Promotion Expense” was fully as important as preserva- 
tion of the old grouping for purposes of historical comparison; more- 
over, that historical comparison could easily have been prepared when 
needed. 

The foregoing questions raise issues of importance, and numerous other 
questions of similar scope are suggested by the case. But instead of 
focusing attention on those issues, I shall center my discussion on the 
broader question of whether there were inherent obstacles to making 
the controller’s reports more readily usable for the general sales man- 
ager without rendering them less dependable for the stockholders and 
chief executives of the company. While it is granted that the practice 
of the Tarpon Company, whereby the controller prepared the reports 
for the general executives and the sales department compiled records 
for the sales manager and district managers, was yielding satisfactory 
results, several other companies have found it advisable to follow a 
different course by providing for the compilation of such sales reports 
by their accounting or statistical departments. The question, further- 
more, is not merely one of where such records should be compiled but 
also of whether the data on such reports should conform to data on the 
books of account relating to such activities. The practice of the Tarpon 
Company, therefore, satisfactory though it may have been, cannot be 
commended to others as a guide without careful examination of these 
questions. 

In order that accounting and statistical reports may be useful to a 
divisional executive, like the general sales manager, in performing his 
executive tasks, the reports not only must be accurate, but they also 
must be available at sufficiently frequent intervals and promptly enough 
to avoid staleness. If the reports are to be usable by the divisional 
executive, furthermore, the items which are not controllable by him 
should be fully separated from the controllable items, and the report 
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on the operations of each district manager should include only those 
items which are controllable by the district manager. 

In the classification of expenses used by the Tarpon Company in 
its profit and loss statement, general administrative expense, exclusive 
of the portion charged against manufacturing operations, was shown as 
a separate item under “Selling and Administrative Expense.” It is com- 
mon business practice to group operating costs and expenses in two 
main divisions: (1) Manufacturing Cost and Expense, (2) Selling and 
Administrative Expense.* Despite the frequency with which that plan 
is used, however, its soundness is open to question when the problem 
is approached from the point of view of an operating executive, such 
as the general sales manager. 

In the case of the Tarpon Company, the segregation of administra- 
tive expense within the group of selling and administrative expenses 
made it possible to avoid confusion in using the reports for adminis- 
trative purposes. Nevertheless, it seems to me to be preferable, even 
in such an instance, to show general administrative expense wholly 
segregated from marketing expense. A more clear-cut picture of a 
company’s operations than is shown by the twofold grouping just re- 
ferred to can be presented by a classification of the company’s activities 
and of its accounts into three groups: (1) Production, (2) Market- 
ing, and (3) General Administrative. The basis for such a classifi- 
cation of activities was ably set forth by A. W. Shaw in his book, 
An Approach to Business Problems. As Shaw points out, “Adminis- 
tration” includes those activities which serve to supervise, coordinate, 
and facilitate the activities of the operating departments of a business. 
These are activities which are beyond the control of an executive of 
an operating division, and the recognition of that fact should be mani- 
fested in the classification of the accounts. In the Tarpon Company’s 
case, the full acknowledgment of that point of view would have re- 
sulted in setting off general administrative expense as entirely sep- 
arate from selling or marketing expense. 

On his “cost-to-sell” report the general sales manager included only 
controllable items. ‘The classification of selling expenses on the quar- 
terly profit and loss statement prepared by the controller, however, 
included items not controllable by the general sales manager, and the 
classification was not one that readily lent itself to the preparation of 
district reports. The item “Sales District Automobiles and Trucks” 

2 The grouping of costs and expenses in these two divisions is approved by sev- 
eral cost accountants. See A. Hamilton Church, Manufacturing Costs and Accounts, 
Ppp. 235-236; George S. Armstrong, Essentials of Industrial Costing, pp. 51-525 
William B. Castenholz, Cost Accounting Procedure, p. 254. Joseph R. Hilgert, in 


Cost Accounting for Sales, p. 89, recognizes the necessity of separating selling and 
administrative expenses, but refers to administrative expense as a “voluminous 


‘catch-all’” (p. 93). 





608 HARVARD BUSINESS REPORTS 


on the controller’s report, for instance, included expenses for delivery 
trucks which were under the control of the traffic manager. Inasmuch 
as the automobile department kept the accounts for salesmen’s auto- 
mobiles separate from the accounts for trucks, there was no inherent 
necessity for combining the two accounts on the profit and loss state- 
ment. That was one item included in “Total Salesmen’s Salaries, Ex- 
penses, etc.” which was not under the control of the general sales 
manager. “Sales District Collectors” was another item, included in 
that total by the controller, over which the general sales manager did 
not have direct supervision. 

These examples show that the arrangement of the items on the profit 
and loss statement was not in accordance with administrative respon- 
sibilities. ‘There was no insuperable obstacle, however, to a grouping 
of items to conform to lines of authority, or to the presentation of the 
accounts separately for the sales department. Both the controller’s 
reports and the general sales manager’s cost-to-sell reports were com- 
piled quarterly. Hence, if the preparation of the cost-to-sell reports 
for the general sales manager were to have been undertaken by the 
controller’s department, they would have covered the same periods 
covered by the controller’s quarterly profit and loss statements. In- 
asmuch as the general sales manager was interested primarily in a 
summary of the accounts for the significant, variable expenses under 
his control, there was no apparent obstacle to having his report pre- 
pared almost as promptly by the controller’s department as by the 
sales department. It was not necessary to await the completion of 
the inventory compilations and the distribution of fixed charges in 
order to give the general sales manager the information that he desired. 

The monthly reports on district expenses, furthermore, could have 
been compiled readily by the controller’s department if the classification 
had been set up with that end in view. For such monthly reports it 
would not have been practical, of course, to take inventory and close 
the books each month, nor would that have been necessary. The sum- 
maries of the accounts significant to the district managers could have 
been taken off the books at the end of each month. 

The general sales manager used “orders received” in preference to 
“billings” as the basis for computing expense ratios on the cost-to-sell 
reports. For this statistical purpose “orders received” was a better base, 
since it permitted direct correlation of sales activities with the results 
which those activities produced in the form of orders. There was no 
reason, however, why the controller’s department could not have com- 
piled the monthly statistics for orders received to be used on the general 
sales manager’s reports. 

From this view of the facts, it appears that there was no insuperable 
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obstacle to having the quarterly cost-to-sell reports for the sales depart- 
ment and the monthly district reports compiled by the controller’s de- 
partment, provided the doctrine of including only controllable items in 
the report for each executive was accepted. The controller’s point of 
view was correct, I believe, that his department should have prepared 
the reports on marketing expenses, provided he could have furnished 
the general sales manager and the district managers with the reports 
which those executives needed for purposes of sales control. The gen- 
eral sales manager’s position was sound that the controller’s reports as 
then prepared were not properly classified to meet the needs of the sales 
department. If changes in the classification of the accounts had been 
made to meet the general sales manager’s requirements, then the con- 
troller’s department could have compiled the sales reports and those 
reports could have been tied into the general accounts—a commendable 
objective. 

The point of general significance that I have sought to emphasize in 
this case is the necessity, in planning the classification of marketing 
expenses, of defining the items of expense so that those which are con- 
trollable by each executive can be segregated for administrative reports. 
The proper classification should be adopted at the outset, if possible, 
with facility for subdivision or elaboration as the business expands. 
Thereby continuity of comparisons can be preserved as new executive 
requirements are encountered, and the administrative reports can be 
harmonized with the general accounts of the company. 
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A 
Accounting 
centralized preparation of sales 
records 566 
hidden assets of debtor, prosecut- 
ing search for II9 


profit and loss statement, expense 


distribution 566 
settlement plan accepted by 
creditors 122 
see also Cost accounts 
Advertising 


allowance to foreign distributors 330 
consumer advertising 
alternative to securing aggres- 
sive assistance of retailers 467 
member of trade association 99 
consumer demand in foreign mar- 


kets, establishing 360 
increase in, to offset discontinu- 

ance of missionary salesmen 470 
premium advertising 474, 480 
private brand merchandise 338 
resale prices 427 


selection of potential purchasers 
to circularize 
trade association member adver- 
tising independently 99 
see also Brand 
Agency 
price maintenance under agency 
contract 
see also Exclusive agencies 
Agreements in restraint of trade 
see Interstate commerce 
American Arbitration Society 
Anti-Trust Act 
see Interstate commerce 
Arbitration 
deduction of claimed overcharge, 
right of purchaser 
rejection of materials, right of 
purchaser 
Associations 
see Trade associations 
Atlantic and East Coast Terminal 


327 


415 


105, III 


III 


105 


Company 126 
Automobiles 
advertising allowance to foreign 
distributors 330 
inventory valuation by manufac- 
turer 238 


613 


passenger cars 


advertising B27 
registration as factor in con- 
structing index of potential 
demand 370 
street railway traffic affected 
by use of 183 
use by salesmen 394 
see also Motor trucks 
B 
Bakery, form of ownership 3 
Baltimore & Ohio Railway Com- 
pany 60 


Banks 
see Federal Reserve Banks 
Bank credit, extending increased line 
to wool merchants 47 
Bankruptcy, hidden assets of debtor, 


prosecuting search for 119 
Blanket trade-mark 
see Trade-marks and trade names 
Bonds, refunding notes by public 
utility 7 


Bookcases 
see Sectional bookcases 
Boston Federal Reserve Bank, redis- 
count rates in 1923-1926 33 
Branch lines 
see Railroads 
Brand 
competing, preferential treatment 467 
discrimination by buyers of greet- 
ing cards 99 
private brands 
department store, adoption by 338 
sales emphasis on goods bearing 338 
substitution of nationally adver- 
tised brand for another in chain 
stores 
Brass products 
see Metal products 
Brokers, distribution through 443, 496 
Building materials 


540 


cement, restraint of interstate 
commerce 85 

flooring, restraint of interstate 
commerce 70 


Butter, blanket trade-mark 533 
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Buying motives, appropriateness as 
gift or remembrance, greeting 
cards 99 


C 
Canned goods 
see Food and kindred products 
Canvassing 
see House-to-house selling 
Capital 
see Working capital 
Card sorting machine, use in sales 
analysis 383 
Carriers 
see Railroads 
Caustic soda for bleaching, pur- 
chasing 298 
Cement 
see Building materials 


Cement Manufacturers’ Protective 
Association 85 
Centralized control 
purchasing 548 
traffic 203 
Cereals 


see Food and kindred products 
Chain stores, grocery 


direct selling to 504 
purchasing for, centralization 548 
substitution of nationally adver- 
tised brand for another 540 
Chain stores, shoes 
one-price policy 347 


Chronology of cases, dates when ma- 
jor issues arose 


IQI4 
railroad rates 60 
sales promotion 474 

1916 
factory location 220 

IQ17 
railroad rates 57 

1918 
cost accounts 244 
sales organization 390 
street railway fares 183 

I919 
accounting 566 
hiring employees 403 
purchasing 314 
sales planning 566 

1920 
distribution channels SII 

1921 
operating costs, electric company 175 
railroad valuation 126 
sales organization 450 
sales planning 370 
sales promotion 467 
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1922 
advertising 990 
inventory valuation 238 
refunding coupon notes 7 
street railway fares 192 
1923 
collections 122 
cost accounts 248 
Federal Reserve Banks, redis- 
count rates 33 
hiring employees 309 
merchandising 116 
purchasing 303 
sales analysis 383 
sales force control 304 
sales promotion 321 
sales records 388 | 
waste products 280 
1924 
bank credits 47 
collections IIg 
dividends, passing to protect 
cash position 13 
employee grievances 214 
flow of work 283 
ownership of business, form 3 
pricing 347, 353 
purchasing I05, 298 
railroad operation 205, 209 
sales unit 317 
telephone rates I51 
trade association membership 64 
traffic control 203 
1025 
advertising 327, 330, 360 
factory location 225 
personal investments 24 
pricing 360 
restraint of trade by trade as- 
sociation 70, 85 
trade-marks 527 
1926 
canvassing 480 
distribution channels 406, 504 
merchandising 540 
price maintenance 415, 427, 460 
purchasing III, 548 
quantity discounts 433 
sales organization 454, 460 
sales promotion 480 
trade-marks 533 
warehousing 427 
1927 
distribution channels 443 
sales promotion 470 
sales unit 470 


Circulars, selection of potential pur- 
chasers to circularize 327 


Cleaning compound 
sales promotion 
sales unit 
Collars 
see Wearing apparel 
Collections 
hidden assets of debtor, prosecut- 
ing search for 
settlement of creditors’ claims 
College graduates, hiring for fore- 
men’s positions 
Combinations in restraint of trade 
see Interstate commerce 
Common stock 
investment in, by small investor 
refunding notes by issuing 
Compensation to telephone com- 
pany, rates 
Competition, advertising to meet 
Condiments 
see Food and kindred products 
Confiscation of telephone company’s 


INDEX 


470 
470 


119 
122 


309 


I51 
360 


property, rates I51 
Consumer advertising 
see Advertising 
Consumer demand 
creation for private brand 338 
establishing in foreign markets 360 
Control 
see Centralized control; Quality 
control; Sales control; Traffic 
control 
Copper products 
see Metal products 
Corporations 
dividends, passing to protect cash 
position 13 
form of ownership of bakery busi- 
ness 3 
stock 
investment in 24 
refunding notes by issuing 7 
Cost 
interconnection of electric lines 175 
low operating costs preferred to 
low initial cost 175 
operation of street railway, fare 
increase to meet 183 
production 
increase by creation of inspec- 
tion department 276 
substitution of women workers 
for men 273 
trade association gathering and 
reporting information as en- 
gaging in restraint of inter- 
state commerce 70, 85 
reacquisition, element in railroad 
valuation for rate-making pur- 
poses 126 


615 


reproduction, element in railroad 
valuation for rate-making pur- 
poses 
transmission line of electric com- 
pany 
transportation, trade association 
gathering and reporting infor- 
mation as engaging in restraint 
of interstate commerce 70, 85 
Cost accounts 
machine-hour basis, substitution 
for labor-cost basis in allocating 


126 


175 


factory burden 248 
power costs, computation 260 
separate costs for articles manu- 

factured for stock 244 

Cost of selling 
decreasing by intensifying sales ef- 
forts 394 


decreasing by reducing number of 
missionary salesmen 
Cotton goods 
see Textiles 
Coupon notes 
see Notes 
Credit lines, extending to wool mer- 
chants 
Creditors 
hidden assets of debtors, prosecut- 
ing search for 
settlement of claims 
Credits, trade association gathering 
and reporting information as 
engaging in restraint of inter- 


454 


47 


119 
I22 


state commerce 85 
D 
Demand 
see Consumers’ demands 
Demotion of foremen displaced by 
college graduates 309 
Department stores 
demand creation 338 
manufacturer’s salesmen in 399 
pricing, mark-downs on slow-sell- 
ing merchandise 343 
sales promotion, store-wide sales 321 
Depreciation 
railroad valuation for rate-making 
purposes, element in 126 
telephone rates, element in deter- 
mining I51 
Direct-mail advertising 
premium coupons 480 
selection of potential purchasers 327 


Direct selling 
see Distribution channels 
Discharge of foremen, displacement 


by college graduates 309 


616 


Discounts 
quantity, basis of 
trade, price-cutting discouraged by 
reduction in 
see also Rediscount rates 
Distribution channels 
basis of choice 
excessive discount demands 
retention of customers 
types of merchandise to be dis- 
tributed 
see also Sales organization 
Dividends 
see Corporations 


E 


Education, interest in, as factor in 
constructing index of potential 
demand 

Eggs, blanket trade-mark 

Electric companies 

operating costs 
refunding coupon notes 

Electric service, factor in construct- 
ing index of potential demand 

Electrical goods 

collection of accounts by manu- 
facturers of 

price maintenance 

sales records 

Employee grievances, adjustment 
through employees’ association 

Employee representation, railroad 
employees 

Employees of railroads, compensa- 
tion 

Exclusive agencies for non-adver- 
tised brand, substitution of na- 
tionally advertised brand 

Expenses 

railroad operation, branch lines 
see also Accounting 

Explosives, manufacturers’ trade as- 
sociation 

Export sales 

see Foreign sales 
Exporting, advertising allowance to 


foreign distributors 
F 
Factory location, factors in deter- 
mining 220, 
Fares 


street railway 
increase to meet operating cost 
reduction, alternative to service 
extension 
zones, extension 


433 


433 


511 
504 


496 


370 
533 


175 


379 


II9 
415 
388 
214 


214 


209 


540 


209 


64 


330 


225 


183 


192 
192 
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Federal Reserve Banks, rediscount 


rates in 1923-1926 33 
Federated Shop Crafts 214 
Financing 

refunding coupon notes 7 
see also Bank credit 
Flavoring extracts 
see Food and kindred products 
Flooring 
see Building materials 
Florida East Coast Railway Com- 
pany 126 
Flow of work 
control of deliveries to shipping 
department 283 
measure of control 283 
Food and kindred products 
candy, inspection 276 
canned goods 
pricing imports 353 
substitution of nationally adver- 
tised brand 540 
cereals, sales organization of 

manufacturer 450 

condiments, distribution channel 504 
distribution channels 504, 511 
flavoring extracts 

price cutting 433 

quantity discount 433 

flour, cost accounts 260 
groceries, chain stores 548 
pork products, trade-marks 533 
price maintenance 427 
sales organization 443,454 
warehousing 427 
Foreign-born population, factor in 
constructing index of potential 

demand 370 
Foreign distributors of automobiles, 

advertising allowance 330 


Foreign exchange, factor in pricing 360 
Foreign sales, fluctuations in ex- 
change as affecting pricing 
Foremen, displacement by college 


360 


graduates 309 
Free deal, stimulation of sales of fu- 
tures 427 
Free samples 
see Samples 
Freight rates 
motor truck service 205 
office furniture 60 
silk 57 


trade association gathering and re- 
porting information as engaging 
in restraint of interstate com- 
merce 70, 85 
valuation of railroad for rate- 


making purposes 126 


INDEX 


Freight trains, substitution of motor 


truck service for 205 
Furniture 
see Office furniture 
Futures 
rubber, control of purchases 303 
sale of 427 
avoidance of warehousing by 427 
stimulation by free deal 427 
G 
Garters 
see Wearing apparel 
Gas companies 
operating costs 175 
refunding coupon notes 7 
General Electric Company 415 
General Motors Export Company 330 
Globe-Wernicke Company 60 
Going value 
see Value 


Gold imports, influence of Federal 
Reserve Bank rediscount rates 33 
Grading quantities, element in rail- 
road valuation for rate-making 
purposes 
Greeting cards, advertising by mem- 
bers of trade association 99 
Grievances 
see Employee grievances 
Groceries 
see Food and kindred products 
Group mark-down, slow-selling mer- 
chandise 


126 


343 


H 


Hidden assets of debtor, prosecution 
of search for 119 
Hiring 
displacement of foremen by col- 
lege graduates 
method of selecting salesmen 
Hosiery 
see Wearing apparel 
Household products 
accounting 
canvassing 
sales planning 
sales promotion 
House-to-house selling, sales promo- 
tion by manufacturers 


309 
403 


566 
480 
566 
480 


480 


if 
Importing 
pricing of imported merchandise 
see also Gold imports 
Income, factor in constructing in- 
dex of potential demand 370 
Index of potential demand, factors 370 


353 
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Infants’ wear 
see Wearing apparel 
Information, gathering and report- 
ing by trade association as re- 
straint of interstate commerce 70, 85 
Inspection 
see Quality control 
Interstate Commerce Commission 
rating in official classification 


office furniture 60 

silk 57 
valuation of railroads for rate- 

making purposes 126 


Interstate commerce, trade associa- 
tion collecting and reporting in- 
formation as engaging in re- 


straint of 70, 85 
Interest, rediscount rates of Federal 
Reserve Banks in 1923-1926 33 
Inventories, valuation, method of 
determining 238 
Investment plan, small investors 24 
J 
Just compensation to telephone 
company 151 
L 


Labor costs 
basis for allocating factory burden 248 
see also Production costs 
Labor unions, railroad employees, 
organization 214 
Lard, blanket trade-mark 533 
Leather tannery 
merchandising, representations as 


to quality of leather 116 
production costs, substitution of 
women workers for men 273 
Lehigh Valley Railroad 205 
Less-than-carload shipments, motor 
truck service 205 
Loans 


see Rediscount rates 
Location of factory, factors in de- 
termining 220, 225 
Luxury expenditures, factor in con- 
structing index of potential de- 


mand 370 


M 


Machine-hour basis, substitution for 
labor-cost basis in allocating 
factory burden 248 

Machinery, purchasing 314 

Magazine circulation, factor in con- 
structing index of potential de- 


mand 370 
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Mail, circularizing potential custom- number decreased to reduce sell- 
ers through 327 ing costs 454 
Manufacturers wholesalers, use in conjunction 
automobiles 238 with 450 
brass and copper products 383 | Monopoly, maintenance of resale 
candy 276 prices 415 
cement 85 | Motors, cost accounts 244 
cereals 450 | Motor trucks 
cleaning compound 470 service 
collars 317 basis of payment 205 
condiments 504 substitution for way freight 
cotton goods 298 train 205 
electric lamps 415 
electrical apparatus IIQ, 388 N 
explosives 64 
flavoring extracts 433 | National distribution of food prod- 
flooring 70 ucts, sales organization 443 
flour 260 | New York Federal Reserve Bank, 
food products 427, 454, 51 rediscount rates in 1923-1926 33 
garters 474 | Notes, refunding by public utility ” 
greeting cards 99 
hosiery 360 O 
household products 480, 566 Oil 
motors 244 
paper products 283 Fak ey refinery 
photographic supplies 370 gue te eee ena 
: : see Price maintenance; Pricing 
pipe fittings and tools 220, 225 | Gg ti ts of public utlt 
poeta cine a oe ing costs of public ity 175 
poricerstors im perating expenses, telephone rates 
affected by I51 
rubber products 303.3091" ive tan dedect " r 
shoe dressings 527 SATS ye OL WCDI ake 
soap 460, 467, 406 ing payment : IIL 
S(ationers? supphes 103 Ownership of bakery business, form 
tin ware 304 of 3 
traffic control in company operat- P 
ing widely separated plants 2 
Pa See ' es Packages, distribution of collars in 317 
wire and cables 248 | Packers of meat 
Maple Flooring Manufacturers’ As- see Meat packers ; 
sociation 79 | Paper products, flow of work in 
Mark-downs manufactory 283 
see Pricing Partnership, form of ownership of 
Meat packers, pork products 533 bakery business 3 
Merchandising Patent, prices charged by licensees, 
lines carried, substitution of fixing 415 
brands 540 | Payment, deduction of overcharges 111 
lines manufactured, representa- Peas 
tions as to quality 116 see Food and kindred products 
Metal products, sales analysis 383 | Pennsylvania Railway Company Ly 
Michigan Public Utilities Commis- Perishable products 
sion I51 distribution channels 511 
Michigan State Telephone Company 151 warehousing, avoidance by sale of 
Millinery futures 427 
.see Wearing apparel Personal investments, plan 24 
Minimum orders Petroleum refinery, reclamation of 
see Sales unit waste products 280 
Missionary salesmen Photographic supplies, sales planning 370 


brokers, use in conjunction with 443 | Pipe fittings and tools, factory loca- 
discontinuance 460, 470, 511 tion 220, 225 





INDEX 


Plan of investment for small in- 
vestors 24 
Pleasure expenditures, factor in con- 
structing index of potential de- 
mand 
Pork products 
see Food and kindred products 
Potential market, factors in con- 
structing index of 
Power costs, computation 
Power machinery, purchasing 
Preferential treatment 
brands of goods by retailers 
premium coupons, merchandise 
bearing 
Premium advertising 
see Advertising 
Premium coupons, house-to-house 
and mail distribution 
Present fair value 
see Value 
Price cutting 
see Price maintenance 
Price differences, reciprocity in pur- 
chasing at 
Price maintenance 
price cutting 
maintenance of one-price policy 


370 


37° 
260 
314 
467 


474 


480 


314 


despite 427 
prevention by reducing manu- 

facturer’s trade discount 433 

resale price, restraint of trade 415 


Prices, trade association gathering 
and reporting information as 
engaging in restraint of inter- 


state commerce 70, 85 
Pricing 
estimated landed cost of imported 
goods as basis 353 
exported merchandise 360 


foreign exchange fluctuations as 


factor 360 
imported merchandise 353 
mark-downs, slow-selling mer- 

chandise 343 
one-price policy, chain stores 347 
Private brand 
see Brand 
Production cost 
increase by creation of inspection 
department 276 
substitution of women workers for 
men 273 
trade association gathering and re- 
porting information as engag- 
ing in restraint of interstate 
commerce 70, 85 


Production volume, trade association 
gathering and reporting infor- 
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mation as engaging in restraint 
of interstate commerce 70, 85 
Profit and loss statements, methods 
of expense distribution in 566 
Public utility 
operating costs of gas and electric 


companies 175 
refunding coupon notes a 
street railway fares 183, 192 
telephone rates I51 

Purchasing 


centralization, chain stores 548 
control in manufacturing company 303 
deduction by purchaser of claimed 


overcharge III 
refusal to accept materials because 
of inferior quality 105 
sources, basis of selection 
reciprocity 314 
safeguarding supply 298 
; Q 
Quality 
inferiority, rejection of materials 
because of 105 
representations as to 116 
Quality control, inspection depart- 
ment, establishment 276 


Quantity discounts 
see Discounts 


R 
Railroads 
branch lines 
motor truck service substituted 


for way freight trains 205 
operating expenses 209 
employees 
adjustment of grievances 214 
compensation 209 
freight rates 
office furniture 60 
silk 57 


trade association gathering and 
reporting information as en- 
gaging in restraint of inter- 
state commerce 70, 85 
traffic control, centralization of, in 
company operating widely sep- 


arated plants 293 
valuation for rate-making pur- 
poses 
depreciation deduction 126 


going-concern value, inclusion 126 
grading quantities, determina- 


tion of 126 
reacquisition cost, inclusion 126 
reproduction cost, basis for es- 

timating 126 


working capital 126 
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Rates 
see Freight rates; Railroads; Re- 
discount rates; Telephone com- 
panies 
Reacquisition cost, railroad valua- 
tion for rate-making purposes, 


element in 126 
Rebates 
see Discounts 
Reciprocity in purchasing at price 
differential 314 
Reclamation of waste products 280 
Records 
see Sales records 
Rediscount rates of Federal Reserve 
Banks in 1923-1926 33 
Refinery 
see Petroleum refinery 
Refrigerators, dividends passed by 
manufacturer to protect cash 
position 13 
Refunding coupon notes, by public 
utility 7 
Reproduction cost, railroad valua- 
tion for rate-making purposes, 
element in 126 
Resale prices 
see Price maintenance 
Resorts, factor in constructing index 
of potential demand 370 
Restraint of trade 
see Price maintenance 
Retailers 
aggressive assistance of, in sales 
promotion 467 
automobiles B27 
discounts to 433 
price maintenance 415, 427, 433 
Rubber, rejection by purchaser be- 
cause of inferior quality 105 
Rubber products 
hiring and discharging employees 
by manufacturers 309 
purchasing 303 
Rubber Trade Association of New 
York 105 
Rural population, factor in con- 
structing index of potential de- 
mand 370 
S 
Sales analysis 
determination of method 383 
unit of measurement 566 
Sales control, unit of measurement 566 
Sales emphasis, private brand mer- 
chandise 338 
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Sales force control, decreasing sell- 
ing expense by intensifying sales 


efforts 
Salesmen 
hiring 
missionary salesmen 443, 450, 
454, 460, 470, 
see also Sales organization 
Sales organization 
brokers 443, 
manufacturer’s salesmen in de- 
partment stores 
missionary salesmen 443, 450, 
454, 460, 470, 
Sales planning 
\/index of potential demand, fac- 
tors 
unit of measurement in sales 
analysis 
Sales promotion 
aggressive assistance of retailers 
consumer advertising 99; 
premiums 
advertising 474, 
house-to-house distribution 
store-wide sales, discontinuance 
see also Sales organization 
Sales records 
centralized preparation of 
comparison of sales with develop- 
ment of industry 
relation between electrical produc- 
tion and electrical apparatus 
sales 
Sales unit 
minimum order required by 
manufacturers 
sales volume affected by 
Sales volume, sales unit as affecting 


Samples, house-to-house distribution 
Scenery, factor in constructing in- 
dex of potential demand 
Sectional bookcases, freight rates 
Selection of site for additional 
plant 
Selling agent, shoe dressings 
Selling cost 
see Cost of selling 
Service, railroad branch line 
Settlement of creditors’ claims 
Sherman Act 
see Interstate commerce 
Shoes 
see Wearing apparel 
Shoe dressings, blanket trade-marks 
Silk Association of America 
Silk, freight rates 
Site for additional factory, selec- 
tion 220, 


220, 


394 
403 


496 
399 


51I 


370 
566 


407 
467 


480 


480 
oui 


566 
388 


388 


470 
317 
317 
480 


370 
60 


225 
527 


209 
122 


527 
57 
5? 


225 


we a 


INDEX 


Slow-selling merchandise, mark- 


downs 343 
Soap 
distribution channels 406 
sales organization 460 
sales promotion 467 


Sole proprietorship, form of owner- 
ship of bakery business 3 

Special sales, department stores 321 

Specific job contracts, trade associa- 
tion gathering and reporting in- 
formation on, as engaging in re- 
straint of interstate commerce 85 


Speculative purchasing, control 303 
Standardization of prices 
see Price maintenance 
Stationers’ supplies, hiring of sales- 
men 403 


Statistical information 
membership in trade association 
gathering 64 
trade association collecting and re- 
porting as engaging in restraint 
of interstate commerce 70, 85 
Statistical method, construction of 


index of potential demand 370 
Statistical unit in sales control 566 
Stock on hand, trade association 

gathering and reporting infor- 

mation as engaging in restraint 

of interstate commerce 70, 85 


Store-wide sales, sales promotion 225 
Street railways 
fares 
extension of zone 192 
increase to meet operating cost 183 
Subsidiary sales company 


automobiles 330 
food products 443 
Suburban street railway, fares 183 
T 
Tabulating machine, use in sales 
analysis 383 
Tannery 


see Leather tannery 
Telephone companies 
deprivation of property without 
due process of law I51 
equal protection of laws, denial of 151 
rates, regulation 


confiscation of property I51I 
depreciation 
allowance for I51 
rate base for I51 


reserve fund, deduction in 
computing present fair 
value I51 
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just compensation, elements of 151 
payments to parent company, 


reduction in fixing rates IS! 
valuation of property, rate base 
for I51 


Telephone service, factor in con- 
structing index of potential de- 
mand 


° 
Textiles, cotton goods, purchase of Si 
caustic soda for bleaching 298 
Tin ware, sales force control 304 
Trade associations 
advertising, independent, by mem- 
ber 99 
membership advantages 64 
restraint of interstate commerce 
by collecting and reporting in- 
formation 70, 85 


Trade discounts 
see Discounts 
Trade-marks and trade names 
blanket trade-mark 
selling company, production by 
manufacturer for sale under 527 
variety of food products 533 
Trade statistics 
see Statistics 
Trading up, blanket trade-mark as 
means 527, 533 
Traffic control, centralization of, in 
company operating widely sep- 
arated plants 
Transportation 
see Railroads 
Transportaion costs, trade associa- 
tion gathering and reporting in- 
formation as engaging in re- 
straint of interstate commerce 70, 85 
Trucking service 
see Motor trucks 


293 


U 


United States Railroad Labor 


Board 209, 214 


Vv 


Vacuum cleaners, sales organization 399 
Valuation 
inventory, method of determining 238 


railroads, rate-making purposes 126 

telephone company, rate base 151 
Value 

freight rates dependent on 57 


going value 
railroad, for rate-making pur- 
poses 
telephone company property, 
for rate-making purposes 151 


126 
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Value (Continued) 
present fair value of telephone 
company property 


Ww 
Warehousing 
sale of futures to avoid 
Waste product, reclamation 
Wearing apparel 
collars, sales unit 
garters, sales promotion 
hosiery 
advertising 
pricing 
infants’ wear, pricing 
millinery, pricing 
shoes, pricing 


I51I 


427 
280 


317 
474 


360 
360 
343 
343 
347 


Westinghouse Electric & Manufac- 


turing Company 
Westinghouse Lamp Company 
Wholesalers 
automobiles 
condiments 
food products 


415 
415 


327 
504 
511 


Wire and cables, cost accounts of 


manufacturer 


248 


Wool merchants, extension of bank 


credits to 


47 


Working capital, element in railroad 
valuation for rate-making pur- 


poses 


Z 
Zones, street railway fares 


126 


183, 192 
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